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Miscellaneous Problems

DEFINITION OR INTERPRETATION

Inquiry 558
Classification of foreman’s salary as “direct labor” in single
product continuous-process operation
“I would like to have your opinion as to the proper classification,
and why, of the wages of a gang foreman in charge of a particular
operation or department, as between direct and indirect labor, under
the following circumstances.
“The industry operates under a continuous manufacturing process
of a single product of which unit costs are determined uniformly at
the end of the month. I feel that the gang foreman under these cir
cumstances is as much direct labor as the man physically handling
the material. In fact, the gang foreman is indispensable to the produc
tion flow. I know that most everybody customarily classifies fore
men’s wages under manufacturing overhead because of the general
nature of the supervisory duties and the fixed character of the ex
pense.”

558
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Our Opinion
In our opinion, the distinction between “direct” and “indirect” labor
lacks practical significance under the circumstances described in your
letter. If the business or department produces only one product, and
the gang foreman spends 100 per cent of his time in supervising the
continuous production of that one product, then it seems to us in
determining total and unit costs of product manufactured at the end
of a month, the foreman’s wages or salary must be assigned 100 per
cent to production for the period irrespective of whether the fore
man’s wages or salary are dubbed “direct” or “indirect” labor.
It appears the concept “indirect labor” is meaningful only when
the labor in question services or supervises several products, opera
tions, or departments, i.e., where the labor costs are “joint” or “com
mon” costs, or where, as a practical matter, the costs are of such a
nature that they are not directly or immediately identifiable with a
product, operation, or department.
The Accountants Handbook (Ronald Press Co., N.Y., 1956, at p.
6.5) states as follows:
The elements of cost are subdivided into direct and indirect costs
for purposes of charging costs to different classes of production.
“Direct costs” can be defined as those elements of cost which can
be identified with a specific product on a consistent and logical
basis. “Indirect costs,” in contrast, are all other costs which can
not be identified with a specific product, but are allocated or ap
portioned to products on a fair method of approximation. Indi
rect costs as a class have the character of “joint” or “common”
costs. The two divisions are not mutually exclusive, and the ap
plication of the concept in actual practice is often arbitrary.
Consistency of treatment of similar cost elements as between di
rect and indirect is of fundamental importance in practical situ
ations.

It goes without saying the foregoing passage gives support to your
position.

inquiry:
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Inquiry 559
Valuation of stock based on earnings formula — defining “ad
vertising” and “publicity” (“promotion”) expenditures
“We have been retained to perform an examination in connection
with an agreement relating to the valuation of stock based upon an
earnings formula. The agreement provides that, in calculating such
earnings, no amount for publicity and advertising expenses in excess
of 22 per cent of gross sales shall be allowed as a deduction. The agree
ment contains no definition of the words publicity’ or ‘advertising.’
On the face of the agreement, it is clear that the parties substituted
the word ‘publicity’ for the word ‘promotion’ which was originally
used but stricken.
“The advertising and publicity expenses referred to in the preceding
paragraph are in connection with the expenses of a company that
manufactures hair dyes and rinses for women and sells its products
solely to wholesale distributors. The company does not sell directly
to beauty parlors or the general public.
“We should appreciate your opinion as to whether the following
items, in accordance with generally accepted accounting principles
should be classified as ‘advertising’ or publicity,’ as opposed to ‘pro
motion’ or some other expense category:
“1. Technicians’ salaries and expenses. This item represents the
salaries and expenses of persons who demonstrate the proper use of
the product. Such demonstrations are usually held on the premises of
the wholesaler-customer who invites beauty parlor operators to be
present for the demonstration. The demonstrators do not take any
sales orders for merchandise. In addition, such demonstrations are
also given at various beauty operators’ conventions, but again no sales
orders are taken by the demonstrators.
“2. School expense. The company operates a school which is used
for two purposes, namely:
a. To instruct the company’s technicians in the proper use of
the company’s products.

559 : inquiry
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b. To instruct any beauty parlor operator who is interested in
the proper use of the company’s products.
“3. Shows and conventions. This item represents the company’s
expense in connection with booking space at shows and conventions
as well as the expense for models upon whom the technicians demon
strate to beauty parlor operators, the proper method of using its
products.
“4. Artwork, typography, engraving, electros and photographs.
This item represents expenses incurred in the design of packaging
materials.”

Our Opinion
In the third paragraph of your letter you appear to contrast or op
pose “advertising” or “publicity” with “promotion” expense. In our
opinion, there is little, if any, meaningful distinction between the
words. The common signification of “advertising,” “publicizing,” “pro
moting” is quite close to their root meanings, viz.: turning to or toward
(the customer or product); getting the message (about the product)
across to the people; acting or moving in behalf of (the product) or
moving (the product) forward (to the customer). Basically the terms
refer to types of expenditures which have the same objective, or which
have reference to the same economic function, i.e., effective marketing
or distribution of the product. However, we believe most people would
deem both “promotion” and “publicity” to be more all-embracing
terms than “advertising.”
In this connection, we note the following definition of “publicity”
from Webster’s New Collegiate Dictionary (G. & C. Merriam Co.,
Springfield, Mass., 1951, at p. 683):
... 2.(a) Advertising of any kind. (b) Information designed to ad
vance the interests of a place, person, cause, etc., usually appear
ing in public print. (c) Any matter which secures public atten
tion; also, the attention so gained.
The four items mentioned in your letter are described in terms of
their primary account or natural expense classification. However, when
the objective or function that is served by the expenditures in question
is analyzed, it seems clear that they are all incurred with the ultimate
purpose of increasing the distribution, i.e., sales, of the company’s
product.
inquiry:
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The only reference we have been able to find in the accounting
literature which attempts to define and classify specific types of ex
penditures which would come within the purview of the term “ad
vertising” is J. K. Lasser’s article “Treasurers Define the Nature of
Advertising Items” (in the April, 1954 issue of The Journal of Ac
countancy at pp. 428-9). Since this article was based on the responses
of 297 treasurers and controllers of the largest companies listed in the
Standard Advertising Register, we believe it constitutes an unbiased,
objective survey of what majority practice is, and a good yardstick
for your client to use in determining whether any of the items men
tioned in your letter should be classified as “advertising.” However,
we do not feel it is too helpful in determining whether the items listed
in your letter properly come within the meaning of the term “pub
licity.”
It seems to us the classifications “Advertising” and “Other Expenses”
in the Lasser article might better be called “Direct Advertising” and
“Indirect Advertising and Promotion” (with the exception of the last
few items under the subheading “General Office”).
Perusal of the specific items under the “Other Expenses” heading
also leads us to the conclusion that all of the items except a few listed
at the very bottom, might well come within the purview of the defi
nition of “publicity” quoted above, i.e., such items represent expendi
tures made to advance the company’s interest by providing informa
tion about its products both to immediate and ultimate outlets and
to the public. We note that the fifth item listed under “Packaging” and
the third and seventh items listed under “Sales Department” in the
“Other Expenses” category of the Lasser tabulation are the same as
three of the four specific items listed in your letter. As for the “School
Expense” item fisted in your letter, we fail to see why this item should
not be regarded as an indirect cost of the demonstrations.

559

: INQUIRY

1632

MISCELLANEOUS PROBLEMS

Inquiry

560

Definition of “operating cost” and “total cost incurred in oper
ating plant” for purpose of implementing contract
“Your advice would be appreciated regarding usage of the term
'operating cost’ in cost accounting. Some accounting texts indicate
the term is synonymous with ‘conversion cost’ thereby excluding raw
material costs; others imply that the term is synonymous with total
manufacturing cost or total product cost.
“My specific difficulty concerns a problem which includes the
phrase ‘total cost incurred in operating the plant’ which is subse
quently referred to as ‘total operating cost.’ The plant is defined as
consisting of specific machinery facilities. In this case, the function of
the plant is to treat and pressurize raw liquid which is purchased. The
problem is whether or not the costs referred to in the above phrases
should include the cost of the raw liquid purchased. The reference
to operating the plant may limit the costs to those incurred in order
to operate the machinery facilities only, that is, to plant operating
costs.
“Any source reference you might suggest or comments regarding
interpretation of the terms referred to in the circumstances outlined
will be much appreciated.”

Our Opinion
In our opinion, the term “operating cost” has no completely stan
dardized connotation; common usage and acceptation of the term
is not crystallized.1 However, we personally feel the definition stated
at p. 335 of Kohler’s A Dictionary for Accountants (Prentice-Hall,
Inc., Englewood Cliffs, N.J., 1957) should be given considerable
weight, viz.:

Operating cost (or expense): An expense incurred in conducting
the ordinary major activities of an enterprise, usually excluding
“nonoperating” expense or income deductions.
1 Chapter 8, par. 4, of Accounting Research and Terminology Bulletins (AICPA, 1961)
states, in part: “It must also be recognized that the ultimate distinction between oper
ating income and charges and non-operating gains and losses, terms having consid
erable currency in the accounting profession, has not been established.”
INQUIRY:
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Kohler at p. 252 defines income deductions as follows:
Income deductions: A class of expense reported on an income state
ment, consisting of any of such items, separately stated, as in
terest, amortized debt discount, income taxes, capital losses (and
gains), as on the disposition of investments or fixed assets, carrying
charges on inactive assets, prior-year adjustments, charges to ap
propriated-surplus (such as contingency) reserves, bonuses and
profit distributions to executives, amortization or writeoff of in
tangibles, major inventory-valuation adjustment, loss from flood
and fire, foreign-exchange losses, and adjustments arising from
changes in accounting basis.

On the basis of the foregoing, we infer that raw material costs as well
as selling and administrative costs come within the purview of the
term “operating costs.”2
A commonly-used term describing results of operations, namely,
“net operating income” or “net income from operations,” we believe,
implies a broad definition of “operating costs” such as the above. Of
course, if one so wishes, in a particular context the term “operating
costs” could be confined to, or equated with, costs of operations per
formed on raw materials and other components. However, we feel it
would be the exception rather than the rule, to use the term “oper
ating costs” in referring to such conversion costs or to value added
in manufacture.
Regarding your specific problem, namely, the meaning to be at
tributed to “total cost incurred in operating the plant” or “total oper
ating cost,” it is difficult for us, at this distance, to be helpful without
knowing the precise context in which these terms are used and the
purposes involved. The internal evidence in your letter suggests that
the phrases in question are used in a contract.
If equities are involved, no compilation of definitions in textbooks or
2 You state that the raw liquid which is treated and pressurized is purchased. If the
owner of the facilities undertaking the conversion process does the purchasing of the
liquid, then it seems quite clear that the cost incurred for the material (which repre
sents congealed material, labor, and capital) should be included in the owner’s “oper
ating costs.” It is not the same situation as when material is processed on a so-called
“toll charge” basis, i.e., where a party having title to materials consigns them to
another party’s plant for conversion. Here, of course, the converter’s charges are
built up on the basis of the labor, overhead, indirect materials, and profit involved
in the conversion operation. Even if the “plant” where the facilities in question here
are located is a segment or department of a larger accounting entity, it might well
be said that if the department is “charged” with materials, it should have a correla
tive means of relieving its accounts or “discharging” such materials upon their
transfer to another department or entity after conversion.
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in other accounting references should outweigh the intent of the
parties, if determinable. For their general relevance, see pages 710-14
of Neuner’s Cost Accounting — Principles and Practice (R. D. Irwin,
Inc., Homewood, Ill., 1952).

Inquiry 561
Defining “value added by employee”
“I am presently working on a problem relating to Value Added by
Employee.’
“Thus far I have been unable to find a definition of ‘value added.’
I realize this is probably an economic or statistical term; however, I
cannot find a satisfactory definition in any of my reference books.
“Basically, my problem can be illustrated by assuming the following
facts:
1. The company has one employee and manufactures one product.
2. The selling price of the product is $100.
3. The raw material cost of the product is $75.

“On the surface it would appear that the value added by the em
ployee is $25 ($100 minus $75). However, should overhead items such
as utilities, depreciation, etc., be considered as value added by the
employee? In other words, what constitutes value added other than
the labor costs directly attributable to the employee?”

Our Opinion
Regarding the specific term “Value Added by Employee,” perhaps
it should be recognized initially that an employee adds value utilizing
both his own personal skills and energy as well as the capital equip
ment and facilities with which he is provided. Personally, we feel the
most literal interpretation of the term would be one which viewed
“Value Added by Employee(s)” as being measured by the cost of
inquiry:
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direct and indirect labor applied to the material cost component of
goods manufactured. We believe there is precedent and authority,
however, for adding a normal profit margin in arriving at value
added. We submit that this latter element would be added more by
“market forces,” if at all, than literally by employees.
For further clarification of the concept of “value added,” see the ex
change of correspondence directly following, in which we make some
observations regarding the term “Value Added by Manufacture.”
This latter concept is fully developed in the U.S. Census of Manufac
tures (the measure is widely used in making comparisons among in
dustries), and is also developed in an article entitled “Accounting
Theory and the Large Corporation,” by W. W. Suojanen (The Ac
counting Review for July, 1954, at pp. 391-8, see esp. at p. 395 et
seq.).

Inquiry

562

Defining “value added by manufacture”
“We are endeavoring to provide management of a manufacturing
concern with measuring devices for measuring the efficiency of the
plant operations and its employees, in comparison with prior years,
and with the industry averages where available. One of the suggested
measuring devices is the value added by manufacturing. Various
writers refer to this measuring device, but we have not been able to
put our finger on the exact method for arriving at such figures in
some instances. One of the methods that has come to our attention for
arriving at the value added by manufacturing employs the following
formula:
Net sales of product manufactured
X Cost of product
Cost of manufactured product sold
manufactured = 3X dollars
Less: Cost of product manufactured
2X dollars
Value added by manufacture — Entire plant
X dollars

When divided by the average number of employees, the result would
be the average value added per plant employee.

562 :INQUIRY
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“Does the Institute have any information available on methods used
for measuring the efficiency of the plant, and for computing the value
added by manufacturing other than the one referred to above?”

Our Opinion
It seems to us that two primary devices available for controlling
and measuring efficiency of plant operations are a standard cost sys
tem tied into the books of account and a budgetary system. If the
standards and budgets are carefully developed and applied, and
currently revised, and if resulting variances are competently analyzed,
a definite basis for appraising and improving performance is available.
Output per man-hour, output per dollar of capital invested, and returnon-investment formulas and ratios, are also useful for measuring the
efficiency of plant operations. It goes without saying that operating
ratio analysis and comparison is another fruitful measuring technique.
We have made an extensive search for material discussing the
concept of “value added by manufacture,” but our efforts have gone
unrewarded, except for the following brief definition appearing in
Kohler’s A Dictionary for Accountants (Prentice-Hall, Inc., Engle
wood Cliffs, N.J., 1957, at p. 505), viz.:

value added: The worth of a manufactured or semi-manufac
tured product attributable to work performed on the constituent
raw materials.1

Personally, we feel use of the word “worth” in this definition is un
fortunate, but in other respects, it agrees with our own notions as to
what the term means. Possibly the meaning of the term “value added”
itself could better be conveyed by a term such as “Productive Costs
Applied to Materials.”
Drawing on our own experience in applying the concept of “value
added by manufacture” in connection with contractors’ submissions
of data for the purpose of government contract renegotiation, our
recollection is that “value added,” etc., was adjudged primarily by

1 See the references subsequently found as cited in the correspondence directly preced
ing this.
inquiry:
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analyzing the raw material, direct labor, and manufacturing overhead
components of a contractor’s cost of sales (or cost of goods manu
factured, alternatively), and computing the ratio of the sum of the
latter two components both to total cost of sales (or to total cost of
goods manufactured, as the case may be) and to the raw material
component of cost of sales (or to raw materials used, as the case
may be).
We used this ratio analytically not as a measure of the efficiency
of plant operations as such, but rather, as an index of the extent to
which a manufacturer was performing an integrated manufacturing
operation. To put it another way, if say, in the case of a complex
product made up of many component parts and requiring numerous
operations, labor and overhead of a particular contractor represented
only about 10 or 20 per cent of total cost of sales, and materials repre
sented 90 or 80 per cent, other things being equal, it might fairly be
concluded that the contractor is performing primarily an assembly,
rather than an integrated manufacturing, operation.
From the foregoing, it does not appear that “value added” is
properly derived from the formula set forth in your letter, at least
according to our understanding of the term. It may well be that
there are “varieties” of the “value added” concept. Application of the
formula set forth in your letter would appear to develop the gross
profit which would be realized if the entire cost of goods manu
factured during a period were sold at current average selling prices.

Inquiry 563
Defining “net tangible assets”
“What is the generally recognized definition of net tangible assets’
as used by lending and collection agencies? Also, is there a legal
definition, or should the meaning of net tangible assets’ be included
in the loan agreement for clarification?”

563
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Our Opinion
We find that definitions of “tangible assets” or “net tangible assets”
are difficult to come by. After examining about fifteen likely reference
sources, we found the following express definitions:

1. Tangible Assets: These comprise land, buildings, machinery,
furniture, fixtures, appliances, stocks, bonds, notes, accounts re
ceivable, inventories, leaseholds and other property other than in
tangible property (Intangible Assets: These comprise good will,
patents, franchises, trade-marks, copyrights, formulas, and the like).
[Accounting and Business Dictionary, by E. Bienvenu (Poynton
Press Co., New Orleans, 1940)]

2. Tangible Assets — Physical or material assets, e.g., real estate,
buildings, machinery, inventories, and cash, as distinguished from
intangible assets, e.g., goodwill, patents, trademarks, and the like.
[The Encyclopedia of Banking and Finance, by G. G. Munn,
Sixth Edition edited by F. L. Garcia (Bankers Pub. Co., Cam
bridge, Mass., 1962)]
3. Definition in Kohler’s A Dictionary for Accountants (q.v.)
(Prentice-Hall, Inc., Englewood Cliffs, N.J., 1957).
You will note that Kohler equates “tangible assets” with “fixed assets”
and “capital assets other than intangibles” and then, by his definition
of the latter terms, excludes current assets. We are inclined to view
his definition as too restrictive. In the most literal sense of the word,
inventories would be obviously tangible. Also, cash can immediately
command tangibles.
Incidentally, the Accountants’ Handbook (Ronald Press Co., N.Y.,
1956, at p. 19.37), in discussing “Appraisal of Tangible Assets” and
“Relating Tangible Assets and Earning Power” implies that working
capital or a reasonable amount thereof is or may be included in
tangible assets for the purpose of determining going-concern valuation.
In view of the limited number of definitions of the term “tangible
assets” and the need for further authoritative clarification of the term,
we believe it would be most prudent to include a definition of “net
tangible assets” in the loan agreement presently under consideration.
It goes without saying the collateral to which any lien might attach,
should be defined precisely.
Incidentally, it occurs to us that the World War II Excess Profits
Tax concerned itself with a formula related to net tangible assets. Re
search into the tax literature defining the term for purposes of said
Excess Profits Tax would give you added insight as to what the term
“tangible assets” embraces or might well embrace.
inquiry:
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Inquiry 564
Anent the meaning of “modified” cash and accrual bases
“Please clarify what is meant by ‘modified cash basis’ and ‘modified
accrual basis.’ ”

Our Opinion
“Modified” cash basis or “modified” accrual basis refers to any de
parture in accounting practice or procedure from strict adherence to
the cash basis of recording expenditures and receipts or from ad
herence to the accrual basis of matching costs and expenses with
revenues, as the case may be. Certain cash-basis taxpayers must use
depreciation accounting and/or inventory accounting, the latter being
accrual-basis techniques; in such cases, of course, there would be a
departure from the cash basis. Certain finance companies which ac
count for most transactions on an accrual basis recognize and record
interest in the accounts only when paid or received; in such cases,
there would be a departure from the accrual basis.
With the cash basis, strictly speaking, a transaction is deemed to
be an accountable event only if in either its debit or credit aspect, it
involves an actual cash receipt or cash disbursement (or cash being
unconditionally made available to, or subject to “call” by, the account
ing entity). The primary statement resulting from use of the cash
basis merely elaborates or classifies operating expenditures by object
or function, and receipts (other than funds deemed to be contributed
capital) by source or revenue-producing activity, indicating the ex
cess of one over the other for the period.
With the accrual basis, however, “cost” or “expense” and “revenue”
to be reflected during a period are defined in terms of much more
sophisticated criteria than by reference to mere cash expenditure or
receipt. Thus, assignment of revenues and expenses to a fiscal period
may involve recognition of revenue which has been “earned”1 but
has not yet been received and of expense which has been “incurred”1

1 How are these words to be defined when used as terms of art? How far have we
progressed in refining and sharpening our concept of these frequently-used terms?
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but has not as yet been paid; and may involve the deferral or carry
forward as a charge against future operations of some expenditures
which have been “incurred” or paid, and the deferral or carryforward
to future periods of certain revenues which have been received but
are not deemed “earned.”
Thus, one has to comprehend the concepts of cash basis and accrual
basis before being able to determine whether such bases have been
“modified” in practice. Although it goes without saying accountants
use these terms very frequently, there is surprisingly little detailed
discussion of “accrual basis” and “cash basis” in the accounting litera
ture.2

Inquiry

565

Application or interpretation of informal profit-sharing agree
ment, upon sale of company
“A local attorney has requested my opinion regarding proper ac
counting for two matters that have arisen on the sale of a local small
loan finance company.
“All the capital investments when organizing the finance company
were made by Mr. H. By an informal, oral agreement, Mr. H. and
Mr. M. agreed that Mr. M. was to manage and operate the finance
company and would receive for his services 50 per cent of the
profit of the business.
“Upon sale of the business, the owner received an excess repre
senting a 10 per cent premium over the face amount of the small
loans receivable (example: Small Loans Receivable $100,000; Sale
2 However, see Kohler’s A Dictionary for Accountants (Prentice-Hall, Inc., Englewood
Cliffs, N.J., 1957, pp. 18-19, 88 and 140-3) defining “accrual,” “accrual method,”
“accrue,” “cash basis,” and “cost absorption.” The discussion of “Generally Ac
cepted Accounting Principles” in Divergences Between Tax Accounting and Generally
Accepted Accounting Principles (AICPA, 1953, pp. 6-7) is also helpful in clarifying
such concepts. For other relevant material, see the Accountants’ Handbook (Ronald
Press Co., N.Y., 1943 ed.) at pp. 113-16 and the Accountants’ Handbook (1956 ed.)
at pp. 5.10-11. For an excellent discussion of “Cash Basis” and “Accrual Basis” from
the tax standpoint, see Stanley and Kilcullen’s The Federal Income Tax — A Guide to
the Law (Tax Club Press, N.Y., 1955 ed.) at pp. 188-94.
INQUIRY:
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price $110,000). How should this $10,000 gain or profit be treated
accounting-wise under the informal agreement? Should the manager
receive 50 per cent of the gain or profit on the sale of the small
loans receivable?
“The reserve for bad debts was created over the years by charges
to profit and loss. The reserve was not needed upon the sale of the
business because the small loans receivable were sold for more than
face amount of the loans outstanding. Under the informal agreement
that the manager was to receive 50 per cent of the profit of the busi
ness, the question asked is: Should the manager receive 50 per cent of
the unused reserve at the time of sale as a part of the business profit?
“I would appreciate your opinion, if possible, on the accounting for
the above two matters. In addition, I would appreciate references
available on the definition of what constitutes profit, and whether
capital gains are a part of the profit.”

Our Opinion
You will find definitions of, and relevant statements regarding, “in
come,” “net income,” “net profit,” and “capital gain,” in Kohler’s A Dic
tionary for Accountants (Prentice-Hall, Inc., Englewood Cliffs, N.J.,
1957, pp. 82-3, 249-50, and 320-2); Accounting Terminology Bulletins
No. 2 (AICPA, 1955, p. 3); Backer’s Handbook of Modern Accounting
Theory (Prentice-Hall, Inc., N.Y., 1955, p. 214); and in the American
Accounting Association’s statements entitled Accounting Concepts and
Standards Underlying Corporate Financial Statements (1948 revision,
p. 2) and Accounting and Reporting Standards for Corporate Finan
cial Statements (1957 revision, p. 5). The material at pp. 115-16 of
Montgomery’s Auditing (Ronald Press Co., N.Y., 1957) discussing
“Statements of Net Income for Bonus or Profit-Sharing Purposes,”
may also be helpful.
In stating our opinion on the two questions raised in your letter,
we believe it should be emphasized that many, if not most, discus
sions of the concept “net income” are concerned with periodic deter
mination of income for a going concern, i.e., proper matching of
realized revenues with expired costs and fair presentation of operating
results for a fiscal period. For present purposes, and in the absence of
an express agreement defining and limiting “net profit” to periodic
results of operations as determined in accordance with generally ac
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cepted accounting principles consistently applied, we feel that one
must look to what might be called “ultimate” or “winding-up” profit.
We have reference here to the entire profit earned by this business
during the time H and M were associated with it, i.e., from its incep
tion to the time of its sale.
In this connection, note the parts of the American Accounting As
sociation’s definitions which state that

The income of an enterprise is the increase in its net assets . . .
(and) The realized net income of an enterprise measures its
effectiveness as an operating unit and is the change in its net
assets arising out of (a) the excess or deficiency of revenue com
pared with related expired cost and (b) other gains or losses to
the enterprise from sales, exchanges, or other conversions of
assets.

Note also that Kohler states that capital gain
... is accounted for as is any other gain or profit: carried into the
income statement. . .
and further states that
In most accounting usage, “income” customarily refers to any fac
tor, other than additional investment, that increases the owner’s
equity in an enterprise: a concept in harmony with the definition
appearing in Eisner v. Macomber, 252 U.S. 189: “... the gain
derived from capital, from labor, or from both combined, pro
vided it be understood to include profit gained through a sale or
conversion of capital assets”; ...

Note also Backer’s statement that
It should be recognized, however, that income can be determined
precisely only at the termination of the entity’s life.
In our opinion, “profit of the business” in the circumstances of this
case should be construed as the increase in its net assets (other than
capital contribution) from its inception to the time of its sale. In addi
tion to the previously recorded increments to net assets (based on
the regular periodic determinations of net income carried to surplus),
it seems to us the final profit increment should be determined by clos
ing out both the reserve for bad debts and any unearned interest or
discount carried in the balance sheet, to the Small Loans Receivable
inquiry:
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account, and then applying the net amount remaining in the latter
account against the proceeds. The net proceeds thus determined
should be divided 50-50. Whether the excess of proceeds over the
loans receivable reduced by the bad debt reserve and any unearned
discount is described as a premium paid for future earnings or for
goodwill, it seems clear to us that M played some part (possibly the
principal part) in establishing the business as a going concern and
laying the basis for future earnings or in building the goodwill. Ac
cordingly, we think he should share in any increment attributable to
that factor.
Regarding the reserve for bad debts provided out of previous years’
profits to absorb bad debts which as far as H and M are concerned,
have never materialized, note the statement on p. 116 of Mont
gomerys Auditing that

... it would be unfair to exclude from net income the return of an
unused portion of a provision for an estimated liability charged
against a prior year’s net income upon which a bonus plan or profitsharing amount was computed even though, in the year of restora
tion, the amount materially distorted net income and therefore
was credited directly to surplus.
We believe a similar consideration applies with respect to the reserve
for bad debts in the case in question.

Inquiry 566
Interpretation of credit terms; customary rate used in taking
“anticipation”
“A client of ours has recently had some confusion relative to the
interpretation of his credit terms. He wants now to advise his cus
tomers as to the exact meaning of his terms, but has asked us to find
out the generally accepted meaning of the terms before he does so.
Could you help us with these?
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"1. When using the terms ‘2/10 eom,’ what is the actual ‘due date’
of the invoice? Is the invoice ‘past due’ after the 10th of next month,
or only after 30 days from the end of this month? Does this term
need an additional portion such as ‘n/30 eom,’ or just ‘n/30’?
“2. The same sort of questions have arisen concerning the terms
‘2/10, Feb. 1 dating.’ When does this invoice become ‘past due’? What
addition may be made to this term to make it more self-explanatory?
Is it generally understood that an invoice with these terms is subject
to anticipation; if so, would it be discounted at 6 per cent?”

Our Opinion
The term “EOM” means that the ordinary dating period begins at
the end of the month in which the purchase was made. In the case
mentioned in your first paragraph, i.e., where the credit terms are
“2/10 eom,” payment with 2 per cent deducted may be made not
later than the 10th of the month following the month of purchase.
But what if payment is not made by the 10th of the month? In that
case, Duncan and Phillips in their Retailing: Principles and Methods
(Richard D. Irwin, Inc., Homewood, Ill., 1955) indicate at p. 303 that
... the buyer is usually allowed to make payment of the total
invoice price any time within 30 days after the invoice date, terms
which are usually stated on the invoice as 2/10, net 30. When the
net payment day is not stated, it is assumed to be 30 days from
the date of the invoice, or whatever period is customary in the
trade.
For the purposes of applying the above principles, it is our under
standing that when “EOM” appears on the invoice, that date would
be deemed the “invoice date.” In the instant case then, the full
amount of the invoice would be payable if payment is made between
the 11th and the 30th of the month following the date of purchase.
When using the term “2/10 eom,” we believe the ultimate due date
would ordinarily be 30 days from the end of the month in which the
purchase was made. Thereafter, if such an invoice remained unpaid,
it would be “past due.” We believe a term preferable to “2/10 eom”
would be “2/10 net 30 eom.”
“2/10, Feb. 1 dating” means that the buyer may deduct 2 per cent
from the total of the invoice if it is paid not later than February 11.
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Full payment of the invoice price would be required thereafter and
within 30 days from the February 1 dating. The invoice would become
past due 31 days after February 1. We believe a more self-explanatory
term would be “2/10, net 30, Feb. 1 dating.”
We do not have any comprehensive information as to practice in
the various industries in taking anticipation when that privilege is
not expressly provided for in the invoice; nor do we have any
survey data regarding anticipation rates used throughout industry.
Duncan and Phillips (op. cit. supra) indicate at pp. 307-08 that

... many vendors allow the retailer to deduct interest at the rate
of 6 per cent. The practice of “anticipating” the payment of in
voices is most common among department stores and department
ized specialty stores. In some fields anticipation is unknown.
. . . Many retailers consider anticipation good practice, in that it
gains for them the good will of vendors; and they consider the
6 per cent interest a good return on their money. The practice of
taking anticipation discounts is more common than is realized by
most students of retailing. The policies followed in taking these
discounts, however, vary rather widely. Some large department
stores will deduct anticipation unless the vendor specifically pro
hibits their doing so. Other stores, particularly smaller ones, will
take anticipation only when the invoice stipulates that they may
do so.
Shultz and Reinhardt in their Credit and Collection Management
(Prentice-Hall, Inc., Englewood Cliffs, N.J., 1954, at p. 37) state that
anticipation is

a deduction, usually at the rate of one-half of 1 per cent per
month, allowed for payment before a due date or before the close
of a protracted discount period. Anticipation is most common
when long dating terms are granted, but may be allowed in con
nection with E.O.M. prox., and even individual-order terms. In
many lines of business anticipation privileges are specifically stated
in the terms of sale. In others they are “silently” understood.
Although practice varies, it appears from several references which
we have seen, that anticipation is usually taken or allowed for the
exact number of days between the date of payment and the last day
of the discount period.
Most of the texts we have examined use a 6 per cent anticipation
rate in their illustrations or otherwise indicate that 6 per cent is the
usual rate; one text gave an illustration of anticipation at 5 per cent;
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still another used 7 per cent in its example. The Encyclopedic Dic
tionary of Business (prepared by the Editorial Staff of Prentice-Hall,
Inc., Englewood Cliffs, N.J., 1952) indicates at p. 50 that some manu
facturers allow anticipation only at the rate of 4 per cent. We con
tacted the Controllers’ Congress of the National Retail Merchants As
sociation (formerly National Retail Dry Goods Association) and were
informed that 6 per cent is the anticipation rate currently employed in
the retail merchandising field.

Inquiry 567
Defining delinquent account categories and applying partial
payments
“We have several questions pertaining to the Robert Morris Associ
ates ‘Direct Cash Lending Questionnaire’ (Form C-120). Specifically,
they concern ‘Schedule G—Delinquent Accounts—Direct Cash Loans.’
“We would like to know the generally accepted definition of the
three (3) categories of delinquent accounts which are as follows:

(1) 90-Day Accounts — No collections received for 90 days or
more
(2) 60-89 Day Accounts —No collections received for 60 to 89
days
(3) Charges and Interest Only Accounts — Accounts on which
Interest Deferment or Default Charges only were received
in the last 60 days of the period
“To assist us in the interpretation of these definitions, let us
assume a small loan company has a December 31 closing for the
purpose of several examples:

Example I —
Account on which $25 in interest is due on the date the last pay
ment is made prior to December 31. Borrower makes a payment
in the amount of $15 in November or December.
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1. Must the entire $15 be applied to interest before any portion
can be applied to principal?
2. If the $15 payment was split between principal and interest
would this change the status of this account even though the
interest was not brought up to date?
3. Would the company’s previous history with this borrower have
any influence on the classification of this account as to its cur
rent or delinquent status?
Example II —
Account which was opened in August of the current year and
on which regularly scheduled payments were timely made on the
due date in September and October.

1. Is the extent of delinquency measured from the last payment
in October or from the next regularly scheduled payment in
November?
“We have approached Robert Morris Associates with these same
questions and have received general and informal replies. Any answers
to the above questions or observations you have to make will be ap
preciated.”

Our Opinion
Regarding the first question raised in Example I, we believe the
so-called “United States Rule” cited at p. 106 of A. L. Lavine’s
Modern Business Law (Prentice-Hall, Inc., N.Y., 1954) indicates un
equivocally that the entire fifteen dollars is to be applied first
toward the discharge of interest then due. The Accountants’ Hand
book (Ronald Press Co., N.Y., 1943, at pp. 1421-2) contains a dis
cussion of partial payments under both the “United States Rule” and
the so-called “Merchant’s Rule.” The Handbook states that “When
payments are made at intervals on an obligation the method usually
employed in computation is based on the ‘United States Rule,’.. . .”
In connection with the second question under Example I, we be
lieve that if any collection is made, whether its application is split
between principal and interest or not, this payment would remove the
receivable from whichever of the three categories of delinquent ac
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counts into which it would otherwise fall if such partial payment or
collection had not been received.
We do not believe the company’s previous history with the borrower
mentioned in Example I would change the classification of this ac
count from one delinquent category to another, or from a current to
a delinquent status, or vice versa, although we do believe this informa
tion should be taken into consideration when determining the periodic
provision for doubtful accounts and the corresponding allowance ac
count or when determining specific accounts that should be written
off as uncollectible.
In reply to your question under Example II, in our opinion, the
extent of the delinquency should be measured from the due date of
the next regularly scheduled payment in November.

COMPUTATION

Inquiry 568
Establishing allowance for doubtful accounts receivable by aging
of the accounts
“Will you please furnish me with some information and your views
regarding the practical use of the aging procedure either in establish
ing the amount of the allowance for doubtful accounts (where no
allowance based on sales is set up regularly) or in testing the ade
quacy of the allowance previously set up and existing.
“Montgomery's Auditing (Ronald Press Co., N.Y., 1949, p. 145)
reads as follows:

An allowance for doubtful accounts receivable should be pro
vided if losses on receivables reasonably can be expected.... it is
reasonable to make an over-all allowance based on past experience
and current conditions. Frequently this allowance is provided
regularly in an amount representing a stated percentage of sales.
... If no allowance based on a percentage of sales is set up regu
larly, then it is customary to provide an allowance as at the balance
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sheet date in an amount determined after study of the apparent
collectibility of the receivable balances, both current and overdue,
as indicated by an aging of the accounts and information regard
ing the debtors’ ability to pay.

“The Accountants Handbook (Ronald Press Co., N.Y., 1943, p. 404)
reads as follows:
If the accounts outstanding are aged the provision for bad debts
may be determined by applying different experience rates to the
total of each age group. Such a procedure should give better re
sults than can be obtained from applying a general rate to the
outstanding balances as a whole.

“My problem briefly is this: After I have obtained the aged trial
balance, and have reviewed and discussed the balances with the credit
manager regarding certain delinquent debtors’ ability to pay, how
may I determine experience rates to apply to the mass of accounts of
each age classification to ascertain the amount estimated to be un
collectible?”

Our Opinion
In our opinion, the determination of experience rates to apply to
each classification of an aged accounts receivable trial balance in
order to estimate the amount of uncollectible receivables, will require
extensive review of prior-year bad-debt writeoffs and aged receivable
trial balances. It should be possible after review of a reasonable
amount of this data to ascertain the percentage of items in each pastdue category which have eventually become uncollectible. Specifically,
it seems to us one method of developing experience rates would be
to take the aged accounts receivable trial balance at the end of a pre
vious fiscal year (or years) and determine the items in each age
classification which either were charged off as uncollectible during
the succeeding fiscal year or remained open on the books at the end
of the succeeding fiscal year. The ratio of the total amount of such
items in a given age classification to the total amount of all items in
such age classification might then be deemed representative of the
loss experience applicable thereto. Utilizing these computed rates in
the light of the present credit situation of the client’s customers
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should permit the auditor to judge the reasonableness of the over-all
reserve for doubtful accounts.
Incidentally, although the 1943 edition of the Accountants’ Hand
book (at p. 404) refers to determination of the bad debt provision “by
applying different experience rates to the total of each age group”
(our emphasis), and refers to Ellis’ discussion of the procedure, we
note upon examining the Ellis article that an arbitrary graduated scale
of rates was applied to receivables originating in the various months.
In our opinion, a real question arises here whether any added re
finement achieved by determining experience rates applicable to the
several age classifications of open accounts is sufficiently material to
warrant the added work entailed. As the 1956 edition of the Ac
countants’ Handbook (at p. 11.26) points out when discussing the
aging method of estimating bad debts:
... The aging method is costly and time-consuming when many
accounts are involved, and it should also be recognized that the
method still involves the use of estimates.

Inquiry 569
Converting annual salaries to an hourly rate in connection with
installation of new payroll computer system
“Recently an organization converted annual salaries to an hourly
basis instituted by the installation of a new payroll computer system.
The hourly rate was arrived at by dividing the annual salary by 2088
hours. The reasoning of the 2088-hour basis was determined as fol
lows: 365 days per year, less 104 days (52 Saturdays and 52 Sundays)
= 261 days. 8 hours per day = 2088 hours. There has been much
discussion, as many maintain that 2080 hours (52 weeks, 40 hours
per week) should have been the basis and not the 2088 hours. The
contention is based on the fact that a person is hired on an annual
basis and that this is divided by 52 weeks so as to arrive at a weekly
pay amount, and if conversion is needed, in this case for the coninquiry:
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venience of the organization, the weekly salary is divided by 40 hours
to arrive at an hourly rate.
“Let us assume that John Doe is retained at a salary of $10,000
per year:

Hourly rate
Weekly pay
Yearly pay

2080-hour basis
$
4.8077
192.31
10,000.12

2088-hour basis
$
4.7893
191.57
9,961.64

“It appears that under the 2088-hour basis the annual salary is
short by $38.36. I would like to have your opinion regarding the pros
and cons of each method.”

Our Opinion
As we understand it, the gross earnings of salaried workers are
generally specified as a fixed amount per week, half month, month, or
year, as established by oral or written contract. It seems to us that
where a person is employed at a specified annual salary, he is entitled
to receive, in the aggregate per annum, installment payments totaling
such amount, even though the manner of making the installment pay
ments may be computed on an hourly, weekly, or other basis. If these
installment payments when totaled for the year fall short of the speci
fied annual amount of salary, an adjustment should be made to his
last payment for the year, or a supplementary payment should be
made.
In our opinion, there is nothing grossly inequitable about using an
hourly rate based on the assumption that there are 2088 working
hours in a year, provided that a year-end adjustment is made to bring
each salaried worker’s pay up to the proper specified amount.
However, it is our understanding that the more conventional pro
cedure is to convert an annual salary to payments geared to a 52-week
year, i.e., where installment payments are made every week or every
two weeks. This procedure, which as your letter indicates converts
to 2080 hours where a 40-hour work week is involved, is deemed pref
erable since its use does not produce anomalies such as result when
years begin on Saturday or Sunday and the 2088-hour method of
computation is used.
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Incidentally, in connection with the question you raise, you may
be interested in knowing that 14 basic calendar arrangements are used,
7 for leap years and 7 for non-leap years, each calendar within a group
starting with a different day of the week. Of these 14 calendars, 9
have 104 Saturdays and/or Sundays, 4 have 105, and 1 has 106.
We note also that in one of your computations (2088-hour basis),
the hourly rate is based on the actual number of work days per
annum multiplied by the daily hours worked (assuming that the calen
dar for that particular year actually has only 104 Saturdays and Sun
days), but the weekly rate derived therefrom is then multiplied by
52 work weeks, which accounts for only 260 work days rather than 261.
Thus the difference of $38.36 which you develop is equal to a day’s
pay which is owing to the salaried employee.
As for your other computation (involving the 2080-hour basis), the
hourly rate is based upon the actual number of full work weeks per
annum, multiplied by the weekly hours worked. It is interesting to
observe that if the hourly rate developed on this basis were to be
multiplied by the actual hours worked within the year (2088 hours,
assuming that the calendar year in question actually has only 104 Sat
urdays and Sundays), the result is one day’s pay in excess of the
$10,000 assumed annual salary.
Assuming that work days are represented by Mondays through Fri
days, then depending upon the calendar in use in a particular year,
the actual number of work days per annum would be either 260, 261,
or 262.
Incidentally, if a 2084-hour “compromise” basis were used, this
would give an hourly rate of $4.79846. If 2084 hours were then di
vided by 52 weeks, this would give a 40.0769-hour work week. Multi
plying $4.79846 by 40.0769 hours would yield a weekly pay rate of
$192.3074 which when multiplied by 52, would produce a result of
$9,999,985.
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Inquiry 570
Computation of “book value” where preferred stock is outstanding
“Would you be kind enough to send me a solution to the following
problem on the computation of book value per share. I have found
conflicting views in regard to such computations.
“Some accountants make the computation on the basis of liquida
tion value; others, on going-concern values.
“I would appreciate it if you would also give me the basic theory
behind the solution to the problem.
“Using the December 31, 1962, stockholders’ equity section of the
balance sheet, compute the book value per share for each class of
stock. All outstanding shares were issued on the date of organization,
January 1, 1945.
Marginal Product Corp.
Partial Balance Sheet

December 31, 1962

Stockholders’ Equity:
Capital Stock:
First Preferred Stock —4% cumu
lative, participating; par value,
$100; liquidation value, par,
plus unpaid dividends no longer
than four years in arrears; au
thorized, 10,000 shares; issued
and outstanding, 8,000 shares
(Note 1) ....................................... $800,000
Second Preferred Stock—5% cumu
lative, non-participating; par val
ue, $50; liquidation value, $60,
plus unpaid dividends in arrears;
authorized, 12,000 shares; issued
and outstanding, 6,000 shares
(Note 2) .......................................

300,000

Common Stock — No par value;
authorized and issued, 7,000
shares, of which 500 shares are
in the treasury, at stated value
of $50 ..............................................

350,000

$1,450,000
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Marginal Product Corp.
Total Capital Stock Carried Forward

$1,450,000
Paid-in Capital in Excess of Par
Value:
Premium on Second Preferred
Stock.............................................. $130,000
Paid-in Capital — Common — For
feited Subscriptions....................
5,000
Paid-in Capital — From Treasury
Stock Transactions.......................
10,000 $145,000
Retained Earnings (restricted in
amount of cost of Treasury Stock):
Appropriated —
Reserve for Contingencies............. $ 25,000
Reserve for Retirement of First
Preferred Stock.............................. 102,000
Reserve for Plant Expansion . . .
38,000

Total..............................................$165,000
Free.....................................................
25,000

190,000

335,000

Total...........................................
Less Cost of Treasury Stock.............

$1,785,000
25,000

Stockholders’ Equity.............

$1,760,000

Note 1. Dividends have not been paid on this class of stock since
1956, when $32,000 was declared and paid. Shares of this
stock may be called at $102.
Note 2. Dividends have not been paid on this class of stock since
1957, when $10,000 was declared and paid. These shares
are not callable.”
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Our Opinion
We believe the book value per share for each class of stock should
be computed as follows:

First Preferred Stock (assuming participation only as to dividends)
$ 800,000
Liquidation Value — Par — $100 X 8000
Add: Unpaid dividends no longer than
four years in arrears
128,000
4% of $800,000 (i.e., $32,000) X 4 yrs.

Liquidation Value plus Dividend Arrear
ages

$ 928,000

$116.00

Book Value per share ($928,000 ÷ 8000)
Second Preferred Stock
Liquidation Value — $60 X 6000
Add: Unpaid dividends in arrears
1957 ($15,000 less $10,000)
1958
1959
1960
1961
1962

Liquidation Value plus Dividend Arrear
ages

Book Value per share ($440,000 ÷ 6000)

$ 360,000
$

5,000
15,000
15,000
15,000
15,000
15,000

80,000
$ 440,000
$73.33

Common Stock
Stockholders’ Equity (net of cost of Trea
$1,760,000*
sury Stock)
$928,000
Amount assigned to First Preferred Stock
Amount assigned to Second Preferred Stock 440,000 1,368,000
Balance assigned to Common Stock

Book Value per share ($392,000 ÷ 6500)

$ 392,000

$60.31

* Reserve for Retirement of First Preferred Stock (as well as other
appropriations of retained earnings) is included in this figure since
per share amounts imputed to preferred stocks are based on liquida
tion preferences and dividend arrearages and do not have reference
to amounts at which shares may be callable.
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Regarding the theory behind computation of book value per share
when preferred stock is outstanding, it must be observed at the outset
that much of what enters into the final computations depends on
just what provisions (respecting dividend cumulation, preferences,
and participation) are or are not contained in the preferred stock con
tract, and on the judicial interpretations favored in a particular juris
diction.
Two of the most solid contributions to the theory of book value from
an accounting standpoint are the Stans and Goedert article “What Is
Book Value?”, which appeared in the January, 1955 issue of The
Journal of Accountancy (at pp. 38-46), and Accounting Terminology
Bulletins No. 3, Book Value (AICPA, 1956).1
We personally are inclined to think that the concept of “book value”
or “book value per share” is often overrated from the standpoint of
the practical applications to which the concept ordinarily is, or can be,
put. However, the concept in a given context may assume considerable
importance, e.g., in connection with buy-and-sell or other stock pur
chase agreements, or in the event of partial or complete liquidation.
Regarding the question implicit in your statement, viz.: “Some ac
countants make the computation on the basis of liquidation value;
others, on going-concern values,” it appears that the computation is
generally based on both, that is to say, the assumption is made that
going-concern values or book values will be realized, with no gain or
loss realized or incurred on liquidation. The following definition of
“book value” set forth in Kohler’s A Dictionary for Accountants (Pren
tice-Hall, Inc., N.Y., 1952, at p. 62) clarifies considerably this point
(which, incidentally, seems to be the most bothersome question
plaguing those accountants who have written us respecting the com
putation of book value per share where preferred stock is outstanding),
viz. :

As applied to capital stock: (a) the book value of the net assets;
(b) the book value of the net assets, divided by the number of
outstanding shares of capital stock; it is based on the going values
customarily reflected in balance sheets. It measures the portion
of the proceeds applicable to each share of stock following a nogain, no-loss liquidation at a given balance-sheet date. Without

1 Other relevant material may be found in the Financial Handbook (Ronald Press Co.,
N.Y.), 1937, ed. by Montgomery, at pp. 564-5; and 1948, ed. by Bogen, at pp.
436-40.
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specific provisions to the contrary in the articles of incorporation
or the governing state law, the book value of a share of preferred
stock would be its agreed value in involuntary liquidation plus
cumulative dividends in arrears, if any, provided that the total is
not in excess of the corporate net worth; to common stock would
be assigned the balance, if any, of net assets. Book value at
taches only to outstanding shares of capital stock, and not to
unissued or reacquired shares. (emphasis ours)

One correspondent who wrote us had a case where a premium had
been paid in on the preferred stock. He wrote, in part, as follows:

Authors in general make the statement: “In computing book
value, the surplus applicable to preferred stock should be appor
tioned to it, and the remainder given to common stock.” What
items of surplus are generally applicable to preferred stock? Spe
cifically, is premium on preferred stock customarily added to pre
ferred’s share, or is it given to common? If discount on preferred
stock exists, is this deducted in any way against preferred stock?
To the foregoing, we replied:

In computing the book value of preferred stock, surplus is allocable
(a) to the extent of any dividend arrearages thereon, (b) to the extent
of any specified premium (above par or stated value) payable upon
involuntary liquidation, and/or (c) to the extent of any participation
in residual assets beyond the initial preference. It goes without saying
that in a particular case, part of the “book value” of preferred stock
may have its origin in earned surplus capitalized and allocated to
preferred stock in connection with a stock dividend.
There are many legal as well as accounting questions bound up
with the concept of book value. For example, the legal rule that
preferred stock is the same as common stock except as otherwise
stipulated, may affect the computation of book value in a specific
case. In the case of a closely-held corporation, the formula for de
termination of the book value payable to the estate of a decedent
stockholder for his stock may be spelled out in a stockholders’ agree
ment.
As a general rule, we believe amounts contributed in excess of par
or stated value for preferred stock would not be allocated to such pre
ferred stock in computing the book value thereof. Usually, in the ab
sence of dividend arrearages, a specified liquidation preference, and/or
further “participation” provision, the book value of the preferred
stock, we believe, would be deemed to be its par or stated value. This
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is an exception to the rule that preferred stock is the same as common
stock except as otherwise stipulated. Whether the premium paid in
on preferred stock would be includible in computing the book value
of such stock may in a particular case be controlled by the definition
of legal or “stated capital” set forth in a state statute.
If discount on preferred stock exists, we believe the book value for
liquidation purposes (absent such complicating factors as dividend
arrearages, participation, etc.) would be the actual capital contri
bution, not the par value of the preferred stock. The fact, as we
understand it, that stock originally issued at a discount is made void
or voidable (at least in the hands of the original holder) by a num
ber of state corporation statutes, makes it difficult to give a definitive
answer to your last specific question. For example, a nice question
arises whether the computation of book value would be affected by
the existence of discount, in the case of a bona fide purchaser for
value without notice who had subsequently acquired stock not “fullypaid” when originally issued.
In any book value problem involving participating preferred stock,
the definition or precise meaning of “participating” or “fully partici
pating,” of course, is of primary concern. When the preferred stock
shares, i.e., “participates,” equally with the common in any residual
distribution of the assets, this must be reckoned with in figuring the
book values of the respective issues. As we understand it, just as a
stock may have a preference either as to the dividends or as to assets,
or as to both, so also a preferred stock may be participating either as
to dividends or as to assets, or as to both. Thus, if the stock with
which one happens to be concerned has a preference as to both divi
dends and assets but is fully participating only as to dividends (after
the preferential rate has been paid) but not as to assets, the book
value would presumably be measured by the fixed amount specified
in the so-called “preferred assets” clause after adjustment for any
dividend arrearages to which entitled. However, if the stock has a
preference and is fully participating as to assets upon liquidation, it
shares equally with the common stock in whatever assets remain
after it has received its initial preference; or the participation clause
may provide that upon liquidation, the preferred stock participates
equally with the common stock in whatever assets remain after (1) its
initial preference and after (2) the par or stated value of the common
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stock has been allocated to the common. A not uncommon stipulation
is that the preferred gets its initial preference, that the common then
gets par, and that then any residual assets are shared by both the
preferred and common on a share-for-share basis.
In any book value problem or situation involving preferred stock,
it is, of course, quite crucial to know whether the preferred stock is
cumulative, and if so whether there are any dividend arrearages on
the preferred stock at balance-sheet date. If a preferred stock is noncumulative, it would also be important to know (a) whether holders
of such stock have rights in any surplus profits of the corporation ac
cumulated by failure to declare the preferred dividends provided for
in the charter when such dividends or any part of them have been
earned, or (b) whether such non-cumulative stock is entitled only to
such dividends as the directors in their absolute discretion may de
clare, and that any dividends not paid in any year, whether earned or
unearned in that year, are not payable in any subsequent year or
upon dissolution of the company.
Another point that is of consequence in this type of problem is
whether the initial preference of the preferred is to be based on its
preferential claim upon involuntary liquidation or upon voluntary
liquidation. We believe the claim upon forced liquidation is usually
par or slightly above par; the voluntary liquidation claim ordinarily
runs higher. We believe the agreed value of a preferred share in
involuntary liquidation is generally taken for the purpose of per
share book value computations. (See Kohler definition previously
cited.)
Where precise knowledge on the point is not available, perhaps the
most reasonable presumption to make is that a preferred stock is
cumulative (we understand that most preferred stocks are cumula
tive and that non-cumulative stocks owe their origin largely to re
organizations) and that there is no right to further participation in
assets after any initial preference, in the absence of an express state
ment to the contrary.
One correspondent had a situation where the amount of the pre
ferred stock’s claim, upon liquidation, was not known; only the re
demption value and the par value, without more, was available. He
concluded against using the redemption value in his computation of
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book value of the preferred on the ground that “the company is not
required to redeem the preferred stock, but rather the company may
do so at its own option.” He did not know the latter to be a fact;
and thus we pointed out to him that the validity of such conclusion
would depend on whether the redemption provision is voluntary
(i.e., callable at the option of the corporation), or compulsory (i.e.,
periodic contributions to a sinking or retirement fund required to be
made), or at the option of the stockholder (as is generally the case
with the stock conversion privilege).

Inquiry 571
Computation of earnings per share when preferred participating
stock outstanding
“I would appreciate very much your opinion on the most proper or
acceptable method of computing and reporting earnings per share,
on the following assumptions:
Outstanding stock:
10,000 shares, $2 preferred, participating
(equally with common)
30,000 shares, common
Earnings:
$120,000
Dividends paid:
Preferred —
$3 per share ($2 preference plus $1 participating)
Common —
$1 per share
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“Two possible solutions have been suggested as follows:

(1)
Earnings
Less preference
Balance (divided by 40,000 shares,
preferred and common)
Per share

(2)
Earnings
Less preferred dividends paid
Balance (divided by 30,000 shares,
common
Per share

Per Share
Total
Preferred Common
$120,000
20,000
$2.00
$100,000

$2.50
$4.50

$2.50
$2.50

Per Share
Total
Preferred Common
$120,000
30,000
$3.00

$ 90,000

$3.00

$3.00
$3.00

“It is possible, I suppose, that both could be considered correct,
with appropriate explanations.”

Our Opinion
Capital stock preference and participation rights are determined
by contract between the issuing corporation and its stockholders.
The law of the state of incorporation, the charter (or by-laws) of the
company, and the stock certificates constitute this contract.
It is our understanding that when preferred stock is fully partici
pating as to dividends, the more common interpretation or provision
is that the preferred is entitled to its fixed preferential rate of return
before the common stock shares in any distribution; then, if there are
profits left to be distributed, the common is entitled to the same rate
or percentage as the preferred has received, and if there are any
further distributions that are to be, or can be made, the preferred and
common stock share alike or “equally.” Another way of saying this
is that when a preferred stock is fully participating, generally this
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would mean such stock shares in profits on an equality with the com
mon after both issues have received a fixed rate or the same fixed
rate.
Applying this more common interpretation of “fully participating”
to your client’s case, it would appear that earnings per share should
be computed as follows:

Earnings Per Share
Preferred Common

Total Earnings
Less Preferential Distribu
tion

$120,000
20,000÷10,000=

$2.00

$100,000
Less Same Fixed Preferen
tial Rate Paid to Com
mon Stockholders*

Balance in which Preferred
and Common Stock
Share Equally
Earnings Per Share

60,000÷30,000=

40,000÷40,000
==

$2.00

$1.00
$3.00

$1.00
$3.00

*Our assumption here is that both Preferred and Common shares
have the same par or stated value; if Preferred stock had a $100 par
value and was paid 2 per cent or $2 thereon, then if the Common
had a $50 par or stated value, it would be paid $1 in order to re
ceive the same fixed preferential rate of return as the Preferred prior
to any further participation by the Preferred.

However, if in your client’s case, the preferred stock contract clearly
provides that common and preferred stockholders participate on a
share-for-share basis in the balance of earnings remaining after the
fixed preferential rate of return has been paid only to preferred stock
holders — then it would appear that the first solution appearing in
your letter would be correct.
Although your second solution comes out with the correct answer
in accordance with the participation rule that we believe usually ap
plies, we believe the method of computation is erroneous since we do
not think preferred dividends actually paid should necessarily affect
the computation of earnings per share.
inquiry:
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Inquiry 572
Inclusion of previously expensed packing supplies in inventory
when computing book value of retiring stockholder’s shares
“A question came up during an audit on which I recently was en
gaged. The engagement concerned a close corporation owned equally
by three stockholders. The shares of one of the stockholders were
going to be redeemed by the corporation at a price determined as
follows: one-third of the stipulated value for the fixed assets, plus
one-third of the net working capital.
“My question concerns the includibility of packing supplies as
an inventory item. Included in packing supplies, would be primarily
cartons, but also twine, gum tape, steel strapping, etc. It has been the
practice of the corporation to write these packing supplies off 100
per cent as expenses during the year purchased. However, the agree
ment between this corporation and the retiring stockholder states that
inventory and supplies are to be included in the current assets.
“The only items that the dye house previously inventoried were
dyes and finishing chemicals, except that within the last year it has
also purchased greige goods and sold them as dyed and finished goods.
Naturally these goods were also included in the inventory.
“The question I would appreciate having answered is whether or not
the packing supplies should be included in the inventory in preparing
a net worth capital statement for the purpose of this buy-out trans
action?”

Our Opinion
Apart from the fact that the agreement unequivocally states that
“inventory and supplies” are to be included in the current assets,
we note that chapter 3A of Accounting Research Bulletin No. 43
(AICPA, 1953) deals with “Working Capital,” and at p. 20, states in
part, as follows:

For accounting purposes, the term current assets is used to desig
nate cash and other assets or resources commonly identified as
those which are reasonably expected to be realized in cash or
sold or consumed during the normal operating cycle of the busi
ness. Thus the term comprehends in general such resources as ...
(b) inventories of merchandise, raw materials, goods in process,
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finished goods, operating supplies, and ordinary maintenance ma
terial and parts; . . . (latter emphasis ours)

Paragraph 5 following refers to expenditures for operating supplies
being “accumulated as inventory cost.’’
In our opinion, packing supplies on hand such as cartons, twine,
gum tape, steel strapping, etc., are rather clearly to be regarded as
“operating supplies,” and, accordingly, included in current assets for
the purpose of placing a fair value on the retiring stockholder’s shares.
For purposes of its regular financial statements, it would be incon
sistent although not improper for the corporation in question to in
clude the packing supplies among its current assets, since in the past
it has followed the expedient practice of expensing such supplies as
purchased. However, for the special purpose at hand we believe the
packing supplies should be inventoried irrespective of past practice;
they clearly represent useful resources of the business for his share
of which the retiring stockholder is entitled to be reimbursed.

Inquiry

573

Interest-bearing note discounted in advance — computation of
effective rate of interest
“We have received conflicting answers to an accounting problem
and would appreciate your valued comments in answer to the follow
ing:
“A negotiable instrument was executed on September 5, 1958, for
the face amount of $20,000 bearing 15 per cent simple interest. Re
payment was provided for at the rate of $10,000 plus interest one year
from date and the remaining $10,000 repayable with interest two years
from date.
“Recently we discovered that the sum of $2,250 was withheld by
the lender as a bonus charge or interest. Our problem is to discover
the true interest yield on the above-mentioned item. Some of our
advisors state interest is calculated to the date of payment, and
therefore, the amount of $2,250 being paid’ the same day the loan
INQUIRY:
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was completed, the rate of interest in the amount of $2,250 is for the
loan of $20,000 for one day. Others advise the interest charge of
$2,250 shall be calculated as interest for a true loan of $17,750 for
one year, and still others advise the interest charge of $2,250 should
be spread over the life of the anticipated loan.
“Our problem is: What is the true yield on the above-described
transaction?”

Our Opinion
As we interpret the facts outlined in your letter, this transaction
involves a loan for $17,750, in consideration for which a negotiable
note in the face amount of $20,000 and bearing 15% simple interest
on this amount was given. We believe the indebtedness represented
by this note is to be retired as follows:
Repayment one year from September 5, 1958
Interest on $20,000 for one year at 15%
Repayment two years from September 5, 1958
Interest on $10,000 (?) for one year at 15%

$10,000
3,000
10,000
1,500

Total payments of principal and interest
Amount of net proceeds originally received

$24,500
17,750

Total interest expense

$ 6,750

The borrower has the use of $17,750 for the first year and $7,750
for the second year, or the equivalent of the use of $25,500 for one
year. Total interest expense divided by the latter figure gives an ef
fective rate of interest of 26.47+%, which rate when applied to an
opening principal balance of $17,750 for the first year, and a prin
cipal balance of $7,750 for the second year, yields $4,699 for the
first year and $2,051 for the second year, or a total interest expense
of $6,750.
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Inquiry 574
Measurement of variable contingent liability
“I would appreciate your opinion on the following in regard to the
amount of contingency that should appear in a footnote to the finan
cial statements.

“A customer purchases a one-year service contract which is refund
able for the unused portion at any time. The contract cost $1,200,
and is for the 12 months ended 12/31/59. The customer pays for the
contract by executing an 18-month installment note payable to the
bank with the seller of the service contract secondarily liable. A
balance sheet prepared as of 6/30/59 displayed the unearned por
tion of the service contract as a current liability in the amount of
$600. The balance owed to the bank by the customer on the note
is $800 at June 30,1959. The service contract further provides that any
amounts paid by the seller in satisfaction of the installment note of
the purchaser will be applied to the unearned portion of the service
contract.
“The answer seems obvious; however, four serious CPAs are in dis
agreement as to the amount of the contingent liability that should be
shown in a footnote to the balance sheet.”

Our Opinion
Based on the facts set forth in your letter, and assuming that the
client does not use the account reflecting the unearned portion of the
service contract to absorb directly the costs of servicing the customer,
but rather, regularly transfers $100 monthly to the income account,
then in our opinion, the client’s contingent liability would range from
a $33 minimum to a $400 maximum during the 18-month term of the
installment note. During the first 12 months, the client’s contingent
liability would be measured by the difference at any time between
the balance of the unearned portion of the service contract and the
unpaid balance of the customer’s installment note payable. During the
following 6 months, it would be measured by the unpaid balance of
the customer’s note.
Stated differently, in event of default, the client’s actual liability,
inquiry:
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to be sure, would be the unpaid balance of the installment note. As
suming the client would cease to render any further services under the
contract if the customer defaults in his payments, a portion of such
actual liability would already have been recorded on the books in the
amount of the unearned portion of the service contract (reflected in
the balance sheet as a current liability); the remaining portion of such
actual liability upon default would be measured by the excess of
the unpaid balance of the note over the unearned portion of the
service contract.
In discussing the question you raise, it might be useful to make a
distinction between the “contingent payment” and the “contingent
liability,” i.e., between the amount of the payment and the amount of
liability additional to that already recorded, both of which are con
tingent on the customer’s default.

Inquiry 575
Calculation of “discounted amount” of future payments under
lease-purchase agreements
“We welcome Opinion No. 5 of the AICPA’s Accounting Prin
ciples Board, viz., Reporting of Leases in Financial Statements, is
sued in September, 1964.
“Please clarify for us the term ‘discounted amount’ appearing on
page 32, paragraph 15, the sentence being ‘The property and the
obligation should be stated in the Balance Sheet at an appropriate
discounted amount of future payments under the lease agreement.’
“We have several clients who are engaged in highway construction
work who have substantial commitments on heavy construction equip
ment under lease-purchase agreements which are invariably captured
at maturity. Example: $7,100 per month for 36 months. How would
one calculate the discounted amount as set out above at the end of
the first twelve months?”
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Our Opinion
The term “discounted amount” as used in Accounting Principles
Board Opinion No. 5, Reporting of Leases in Financial Statements
(AICPA, 1964, par. 15, p. 32), may be defined as the amount of the
expected payments discounted to their present worth at an appro
priate rate of interest. The “present worth” of an acquired asset is
the amount of cash that would have been required to purchase it in
one initial payment. Such a figure might be available if the asset has
a standard cash price, or, alternatively, if a firm cash price quotation
was given to the buyer at the time of the sale. If such figures are
available, the difference between the actual selling price and the cash
price is deferred interest and should be reflected as such (preferably
as an offset to the gross unpaid balance of the installment obligation),
and amortized.
The real problem is determining interest when no cash price is
available. The mathematical formula that should be used in such a
A
case is P =
; where P = discounted amount; A = gross install
1 + rt
ment amount; r = interest rate (which we shall assume arbitrarily to
be 4%); and t = the time span until payment. Using the figures men
tioned in your letter:

The present value of the first
month’s payment would be:

p =

7100
= $7,077
1+ (.04) (1/12)

P =

7100
= $7,053
1+ (.04) (2/12)

P =■

7100
1 + (.04) (3/12)

$7,030

7100
1 + (.04) (36/12)

$6,339

The present value of the second
month’s installment would be:
The present value of the third
month’s installment would be:
You will note that only the “t”
changes in the formula, so that
the present value of the thirtysixth month’s installment would
be:
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To determine the total present value of all installments, you should
add the results of the computations for the three-year period.
The principle discussed above is identical to that expressed in sec
tion 483 of the Internal Revenue Code dealing with “imputed in
terest.”1 See the regulations promulgated thereunder because they con
tain a table by which you may compute interest rapidly. Note that
the table is prepared in 6-month brackets which, while adding to the
speed of calculating is, to some small extent, inaccurate.

VALUATION

Inquiry 576
Evaluation of mailing lists
“I am writing to you at the suggestion of the Direct Mail Adver
tising Association. They believed that you might be able to answer
the question I directed originally to them.
“We have been discussing recently the possibility of capitalizing or,
at least, evaluating our house mailing lists. Our house lists include two
paid circulation magazines with circulation in excess of 150,000; mail
order buyer lists totaling more than 200,000 names; plus substantial
fund-raising lists. Most of these names are on IBM punched cards
with a sizable balance on Speedaumat plates. We do not maintain
‘prospect’ lists (using only rented lists for this purpose); thus, all of
our lists are comprised of people who have had direct contact with
us. We intend to begin using the last active portion of the lists for
one-time rental to other mailers during 1961.
“These lists then, it might be said, are the source of income which
we realize, and yet the value of them is in no way reflected on our
balance sheet. Do you know of, or can you direct us to, any guide or
rule of thumb that might enable us to reflect something of this value
1 With the enactment of the Revenue Act of 1964, the matter of “imputed interest” has
taken on importance. Henceforth, a portion of amounts paid under a time-payment
contract without an interest factor (or with an insufficient interest factor) will be
taxed as interest income.
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without incurring the disdain of the banks and insurance companies
with which we must deal?”

Our Opinion
We assume the costs involved in developing your house mailing
lists have long since been charged to operations and have more or less
inextricably been merged with promotional, clerical, selling, and per
haps, administrative costs. However, if from a practical standpoint, it
were possible to re-establish the cumulative costs or expenditures
which have entered into the development of these mailing lists, then
in our opinion, such costs or a portion thereof could properly be given
asset status on the balance sheet, with a correlative credit to retained
earnings. This reinstatement of costs in the balance sheet would be
based on the generally accepted accounting principles (1) that the
initial amount assigned to all types of intangible assets should be the
costs incurred in their development or acquisition by purchase, and
(2) that the costs of intangibles not having a term of existence, or
usefulness limited by law, regulation, agreement, or by nature may
be carried forward until it becomes reasonably evident that the term
of usefulness has become limited or the intangibles have become
worthless. [See Accounting Research Bulletin No. 43 (AICPA, 1953)
at p. 37, et seq.] Since there is a certain amount of “built-in obso
lescence” in a mailing list due to changes of addresses and deaths of
persons on the list, amortization of the original cost of compiling
lists should be considered, unless current costs of maintaining the lists,
i.e., culling the “duds” and supplanting with good names, are deemed
to offset any erosion of lists.
If it is not feasible under the circumstances to capitalize the costs
of developing these mailing lists, you may want to consider setting
the mailing lists up in the balance sheet at a nominal value of $1,
with a footnote description of the nature and size of the lists avail
able for rental at between X and Y dollars a thousand names.
A qualified member of the Institute staff, experienced in mail-order
promotion and circulation, informs us that depending on the “quality”
of the names on a list and the work spent in compiling same, the cur
rent average rentals (i.e., in 1961) are $15 to $20 per thousand names.
You may also be interested in the following excerpts from How to
inquiry:
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Sell Through Mail Order, by I. Graham (McGraw-Hill Book Co., Inc.,
N.Y., 1949, at pp. 264 and 270), viz.:
Lists generally cost between $10 and $35 per thousand names,
depending upon the work spent on compilation and the quality
of the names; an average price is $12 or $13 per thousand....

Many list houses guarantee 98 per cent accuracy for some names
and 95 to 90 per cent for others. That is, postage will be refunded
on lists guaranteed 98 per cent, for example, up to 3 cents, one
way, on every piece in excess of 2 per cent returned by the post
office as undeliverable....
... Depending upon the quality, accuracy, and classification of
your names, you can expect a rental price from $10 to $20 per
thousand. If you do rent, you must be prepared to handle the ad
dressing of envelopes delivered to you by the renter. If you so de
sire, you can engage the services of a list house to take over the
unwelcome jobs of sorting names, putting them on stencils, classi
fying or grouping, addressing, inserting, sealing, stamping, bun
dling, and finally delivering to the post office.

COSTING

Inquiry

577

Lake reservoir and dam — feasibility of allocating general de
velopment costs to water contract, and to various other incomeproducing facilities and projects
“Our client has recently completed construction projects which
pose some very interesting problems for allocation and cost basis de
termination. While we have approached the accounting treatment
from several directions, we feel that further technical advice is war
ranted.
“During 1956, the Company was formed and commenced purchas
ing land adjacent to an existing creek near a chemical plant operated
by a large Chemical Corporation. This is in a predominantly farming
area, and much of the land had been used for this purpose by the
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preceding owners. There had, however, been a slight resort-type
operation in this area for years. The proposed development included
a 500-acre lake reservoir impounded by an earthen dam 87 feet high.
The lake reservoir has now become a reality and has approximately
25 miles of shore line, and is fed by the waters of the creek mentioned
above.
“The industrial potential was developed through a contract to sell
water in a minimum amount of 20 million gallons per day.
“Subsequently, the Company has developed public beach areas,
from which it will receive admissions and concessions income; a sub
division of approximately 200 lots, an adjacent marina and private
beach; and further proposes an 18-hole golf course and a large luxurytype lodge-motel, and possibly an expansion of the subdivision. The
shore line of these various projects will encompass only an estimated
50 per cent of the total shore line.
“In order that the entire project become a reality, the stockholders
had to seek outside financing for construction of the dam and other
facilities, and as might well be imagined, this was not available on
ground alone; however, when a contract for the sale of water to the
large Chemical Corporation was consummated, the Company was able
to enter into an equity and financing agreement with a small business
investment corporation. Under terms of this agreement, 10 per cent
equity in the Company was sold for $200,000 and loans totaling
$1,300,000 were made available (all not drawn to date).
“Other developments of this type with which we are familiar have
centered around development of a rural subdivision containing a small
lake for recreational purposes, and have not been complicated by the
many facets included in this project. In these situations, the cost of
the lake (land and development) has been prorated over the lots and
has become a portion of the cost of lots sold. In the situation at hand,
the complications center around allocation of costs of the land and
site clearing for the lake and dam construction costs. The other
primary factor concerning us is the income-producing contract for
sale of water. In addition, the fact that the Company has granted a
right-of-way to the State for construction of a highway across the
top of the dam enters into the problem.
“We request advice as to the accounting treatment for the cost of
construction of the dam (approximately $650,000), whether this
should be capitalized and depreciated in total or in part, based upon
the contract for sale of water, or if a portion should be allocated to
the various other projects, and which ones, based on cost of land or
total cost of each, or some other treatment. A determination should
also be made of the cost of land and site clearing for the lake.
INQUIRY:

577

COSTING

1673

“For your information, we enclose a photographic copy of the
present development plan of the area and a copy of the contracts for
the sale of water.1”

Our Opinion
We have carefully considered the problem described in your letter
and the contracts and development plan enclosed therewith. As we
understand it, the question uppermost in your mind is whether ac
counting principle or prudent policy requires that some attempt be
made to allocate the accumulated costs of developing the lake reser
voir per se (broadly described as site clearance of the land underlying
the lake and construction of the earthen dam) to the several incomeproducing projects or facilities as well as to the water supply contract.
Although we recognize that the costs of developing the lake reser
voir are truly joint in that the reservoir is a sine qua non of the entire
development — a prerequisite to the client’s realizing the fullest eco
nomic potential from the specifically developed residential property
and recreational facilities — nevertheless, our personal conclusion is
that no attempt should be made to allocate these “general develop
ment” costs to all revenue-producing sources.
This is not to say that a case for such allocation may not be made
out under the cost-absorption principle. However, we seriously ques
tion whether a reliable common allocation basis2 can be developed
to effect a distribution of the general development cost to the several
revenue-producing sources, i.e., a basis which is not bottomed on many
questionable and arbitrary assumptions compelled by the particular
circumstances of this case. We also question whether such allocation
necessarily serves a useful accounting purpose. In this connection, we
note that Paton and Littleton, in their Introduction to Corporate Ac
counting Standards (American Accounting Association, Ohio State
University, Columbus, 1956, at p. 120) observe that
.. cost alloca
tion at the best is loaded with assumption and ... in many cases highly
arbitrary methods of apportionment are employed in practice. Cer
tainly it is wise not to take the results of the usual process of internal
cost imputation too seriously.”
In our opinion, the financial feasibility of the entire development1 2 1 2
1 Too voluminous for inclusion here.
2 See addendum which directly follows this reply.
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is anchored to the water contract. Without the guarantied uniform
rate of return from the commercial contract, the speculative nature
of the development and element of risk would have been consider
ably magnified, and it is questionable whether adequate financing
at a reasonable money rate could have been obtained.
Accordingly, we are inclined to view the accounting for the
“general development” costs within a “main-product, by-product”
frame of reference. Specifically, we believe the site clearing costs for
the lake and dam construction costs should be capitalized, and amor
tized or depreciated either over the guideline useful fife (for Water
Utilities) of 50 years or (assuming the four options to renew will be
exercised) over a 60-year contract term. Basically, in other words,
the “general development” costs would be written off against, or
matched with, the water contract revenues.
Incidentally, if a money consideration was received from the State
for granting the right-of-way for construction of a highway across
the dam, we believe it would be acceptable to credit the amount in
volved to the cumulative costs of the dam.
We have given some consideration to the question whether land
costs should be assigned to the several income-producing projects and
facilities on other than a strict acreage basis. Apart from the inherent
difficulty of developing a meaningful weighting formula, we are at a
loss to know just what useful accounting purpose would be served
thereby (we are not unmindful, of course, of possible tax motivation
in giving greater weight to the subdivision acreage in allocating the
land cost). However, in view of the dominance of the water contract
in this entire development, we personally believe it difficult from a
logical standpoint to support a land cost allocation procedure which
would give relatively less weight to (or which in effect would “dis
count” the relative value of), the land underlying the lake. Accord
ingly, we have come to the conclusion that land costs should be allo
cated on a strict acreage basis, and that the cost thus attributable to
land underlying the reservoir should be carried forward indefinitely
in the accounts.
Development costs directly benefiting, and specifically incurred
in connection with, the several income-producing projects and facili
ties would, of course, be accumulated and amortized against, or
matched with, the revenues from the respective sources. We take it
that there is no extraordinary problem here.
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Addendum

Although area and lake frontage are factors common to most of the
income-producing projects and facilities (e.g., the public beach area;
the subdivision with adjacent marina and private beach; and the
luxury lodge-motel and golf course area), such factors appear to be
irrelevant in connection with allocation of “general development” costs
to the water contract.
Your letter suggests the possibility of allocating the “general de
velopment” costs on the basis of the ratio of the total direct cost of
each project or facility to the total direct costs of all projects or
facilities (the pipeline costs presumably being deemed to be the only
direct costs of the water contract project).
We also considered the practical possibility of allocating “general
development” costs on a respective relative value basis, but this
would seem to require a capitalization of earnings approach for the
several projects which at this stage, we believe, would require too
many prognostications.
We also gave some consideration to the “numerator-denominator”
formula3 described in the Water Contract as a possible basis for segre
gating a portion of the monthly amount of amortization of “general
development” costs for the purpose of assigning same to the water
contract revenues, leaving a residual portion which might be allocated
to all other projects and facilities in accordance with the respective
relative areas of such projects and facilities, with possibly some
weighting for respective frontages.
Although allocation on any of the above bases might result in a
somewhat more rapid amortization of “general development” costs,
it does not necessarily follow that such allocation would result in a
fairer presentation of net income over a series of years.
3 In essence, this formula provided for monthly reimbursement of the Company by the
Chemical Corporation for a portion of the costs incurred by the Company in oper
ating and maintaining the dam, pipeline, spillway, meter station, watershed, and the
lake reservoir. “Reimbursable costs” as specifically defined, were to be multiplied by
a fraction, the numerator of which was the total gallons of water either delivered or
made available to the Chemical Corporation during the month (up to 20 million gal
lons daily during the month) whichever is greater; and the denominator of which
included the figure in the numerator plus the total water gallonage “committed to or
delivered to all other uses, whichever is greater, during the month.” The product of
the fraction times the reimbursable costs represented the amount of monthly reim
bursement by Chemical Corporation to the Company.
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Inquiry

578

Determination of cost per office call or cost per patient hour in
a medical practice
"I have been commissioned by the County Medical Association to
try to determine the cost per office call in doctors’ offices. This refers
primarily to MDs.
“It would be very helpful if you would advise me as to any similar
cost studies that have been made and the methods used in their
determination.”

Our Opinion
We have not been able to find a cost study similar to that men
tioned in your letter.1
The articles cited are just suggestive of the considerations that
might be necessary in an attempt to arrive at a cost per office call
and to establish fees based on differential services performed.
Although the articles themselves are sketchy in some respects, we
think the fisting in one of the articles of the common types of services
performed in the doctor’s office is a helpful classification for the pur
pose of developing fees applicable to the various services rendered.
The time-study approach would also seem to be quite useful in de
termining actual time spent with patients as well as time spent in
connection with other office activities.
Assuming that we are attempting to determine costs per office call
to be used as a basis for supporting fees charged, one necessarily
would have to include as a “cost” an amount to cover remuneration
of the doctor for his services, despite the fact that this remuneration
1 However, the following articles may be of interest to you in connection with your
project:
1. “Have You Tried a Time Study?”, by J. Vaughan (in Medical Economics for May,
1949, at pp. 102 and 165-6).
2. “Show Them What They’re Paying For,” by O. S. Walters (in Medical Economics
for January, 1951, at pp. 59, 203 and 205).
3. “A Scientific Yardstick for Setting Fees,” by Mauri Edwards (in Medical Eco
nomics for April, 1953, at pp. 101, 105, 229).
4. “Do Your Fees Fully Reflect the Time You Spend?”, by Arthur Owens (in
Medical Economics for September, 1957, at pp. 122-6, 312, 315-16, 320).
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578

COSTING

1677

is usually deemed to be profit from the standpoint of a sole pro
prietorship.
This having been said, and basing our views primarily on the Owens
article (op. cit. footnote), one way of computing average budgeted
cost per patient hour would be as follows:
Budget or project for the forthcoming year all costs and expenses of
the practice directly relating to the office activity or function (i.e.,
exclusive of charge for doctor’s services as such) using as a guide, if
available, an average of actual costs and expenses for the past three
years; add the estimated cost of transportation to and from hospitals
and the estimated cost of making house and other professional calls;
and add further, the budgeted cost of professional publications, mem
berships, attendance at conventions, and any other continuing edu
cation costs; and, then establish, in addition to the above, a reasonable
amount of salary or remuneration of the doctor for his professional
services, realistically related to his required level or standard of
living in his particular community.
The total of the above items, when divided by the total number of
chargeable hours the doctor plans to spend with patients during the
year, would give average budgeted cost per patient hour (which, of
course, includes the costs involved in making professional calls upon
patients outside the office and also a prime loading factor to cover
remuneration of the doctor for his services). Incidentally, if the time
spent in traveling to and from hospitals and in making house calls
is included in the divisor, it should also be included when accumu
lating chargeable time.
Using this rate, the average budgeted cost of any particular call
would be the rate times the number of hours or fraction thereof
spent with that particular patient. The budgeted cost of an average
call would be the rate times the average time spent with a patient,
or the total budgeted costs of the practice divided by the number of
patients who are expected to call at the office or be visited at hos
pital or home. To get actual average cost of an office call for any
particular year, it seems to us, you would have to take actual costs
directly related to office activity plus actual outlays for the doctor’s
professional development and divide by the number of calls made at
the office by patients during the year.
Gross fees earned from office consultations and services divided by
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the number of calls made at the office by patients during the year
would give the actual average cost of an office call, assuming you wish
to include remuneration of the doctor as a “cost” for the particular
purpose at hand.
If such remuneration is not to be included, actual average cost per
patient hour could be computed by taking actual costs and expenses
related to the office function, plus transportation and personal pro
fessional development expenditures, and dividing the total of these
items by the total number of chargeable hours spent servicing patients.
Of course, if a general practitioner combines any substantial amount
of surgery with his practice, this would introduce another complicated
area of service or factor to be taken into consideration when making
computations for a particular purpose.

Inquiry 579
Accounting for cost of grinding wheels and other operating sup
plies
“The company for which I work manufactures a varied line and
is a general machine shop type of operation ranging from screw ma
chines and chucking machines to final assembly.
“Up to the present our factory has been organized in such a way
that all items of like equipment have been maintained in the same
department for overhead and control purposes. Now, however, we
are converting our plant to fine operations. As a result we will now
have identical high overhead equipment located in any one of several
line departments. This will result in operating supplies such as grind
ing wheels, some of which may cost from $200 to $300 each, being
used in several fine departments whereas formerly they would have
been used in the Grinding Department only. Therefore, we face the
problem of how to allocate the cost of these operating supplies to
the various fines wherein they are used.
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“I would appreciate receiving from you any information which you
have as to how this problem has been met by other companies and
any recommendations you may have as to an equitable basis of allo
cation.”

Our Opinion
The literature indicates that a variety of procedures is employed
in recognizing the costs of operating supplies and tools, dies, jigs,
fixtures, patterns, etc. Some companies expense items when purchased;
others charge the full cost of items to manufacturing overhead (gen
eral or departmental) when requisitioned or placed in service. Pur
chase costs of some items may be grouped by years and written off
over a short period; costs of items such as dies or grinding wheels
may be amortized on a units of production basis; or a valuation for a
“normal complement” of supplies and tools may be carried in the
balance sheet and replacement purchases of such items charged to
current operations.
Although we have not been able to find any specific discussion of
the treatment of grinding wheel costs, there are a number of refer
ences which may prove helpful.1 You may also find helpful, the follow1 1. Controlling and Accounting for Supplies —A Summary of Practice (N.A.C.A. Ac
counting Practice Report, June, 1955).
2. MAPI Accounting Manual (Machinery and Allied Products Institute, Chicago,
1952). See pp. 116 through 118, pp. 142-3, 147, 150, and 303-04.
3. Cost and Accounting Manual (Service Tools Institute, N.Y., 1950). See pp. 15,
20-1, and 29.
The following references may also be of some limited interest:
4. Accountants’ Handbook (Ronald Press Co., N.Y., 1956) at pp. 16.29 and 16.32.
5. Montgomery’s Auditing (Ronald Press Co., N.Y., 1957) at pp. 218 and 243.
6. “Controlling Tool Costs,” by S. R. Catsiff (in N.A.C.A. Bulletin for May 15, 1940,
section 1, at pp. 1149-76).
7. “Control Procedures for Special Operating Supplies,” by J. R. Haas (in N.A.C.A.
Bulletin for October 15, 1947, section 1, at pp. 223-6).
8. “Research, Tool, and Engineering Costs,” by H. A. Papenfoth (in N.A.C.A. Bul
letin for January 1, 1941, section 1, at pp. 503-13 —see esp. pp. 509-11).
9. Industrial Accountant’s Handbook (ed. by Fiske and Beckett, Prentice-Hall, Inc.,
Englewood Cliffs, N.J., 1954) see under “Supplies” at pp. 317-18.
10. Cost Accountants’ Handbook (ed. by Lang, Ronald Press Co., N.Y., 1944) see
at pp. 966-7.
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ing correspondence which we had some time ago with a CPA whose
client was a manufacturer of cutting tools and who was interested
in obtaining data on diamond wheel usage (a large element of cost)
in order to reflect that factor properly in an over-all hourly overhead
rate.
Related Correspondence: Determining Diamond Wheel Usage as
Basis for Including Cost in Hourly Overhead Rate

Inquiry
“In my practice as a Certified Public Accountant, I have encoun
tered a problem in costs which, I have been informed, you may help
me solve.
“My client is a manufacturer of cutting tools which are, in the
main, made to prints and specifications. In attempting to establish an
hourly rate of overhead to be used in costing out the various jobs
(cost cards are kept on each job), one large element of cost is the
use of diamond wheels. Could you suggest an inexpensive way of ob
taining the amount of diamond wheel usage so that it would be
properly reflected in the over-all hourly rate of overhead? This client
is small, sales running about $1.5 million annually with about 90
employees. My one thought was to measure the wheels periodically,
thereby obtaining the amount of usage in that period.
“Any suggestions or thoughts will be appreciated.”

Our Opinion
It seems to us that if the several types of diamond-impregnated
grinding wheels used (100-grit, 400-grit, et al.) are operated under
fairly standard or uniform conditions, you or preferably the com
pany’s engineer(s) could measure the average number of hours of
useful life for each of the several types as a basis for establishing an
hourly rate fairly applicable in costing out the various jobs. Of
course, remeasurements of the useful life of the several types of wheels
should be made from time to time or periodically, to determine
whether the company’s experience has been affected due to changed
operating conditions.
Your client’s engineer might also consider contacting the Norton
inquiry:
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Company and/or other suppliers of grinding wheels to determine
whether they will make available any standard performance data
which they have developed, to serve as a check on your client’s
own measurements of service life.
Incidentally, a perusal of the Production Handbook (Ronald Press
Co., N.Y., 1944, — see under “Machine Capacity” at p. 848 and under
“Tooling Developments” at pp. 913-14 and 921-2) is sufficient to
indicate the many technical operating factors that may drastically
affect the useful life of cutting and of grinding and polishing tools.
The Handbook indicates that Norton has made grinding wheel stud
ies; also that a manufacturing engineering committee and a special
research committee on cutting of metals of the American Society of
Mechanical Engineers have undertaken studies accumulating en
gineering data on cutting and other tools. Mention is also made of a
rather extensive research project, supervised by a Prof. O. W. Boston,
Chairman of the Metal Processing Department, University of Michi
gan. Frequent reference is also made to articles appearing in the
magazine Mechanical Engineering. Possibly contact with some of the
foregoing might provide an inexpensive source of valuable data on the
useful life of cutting and grinding tools, mainly for use in checking
your client’s own useful-life experience.
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Inquiry 580
Contracts for the construction and sale of houses — when should
revenue be recognized as realized?
“Your opinion and comments are requested in resolving a practical
accounting problem which confronts us.
“A company engaged in the construction and sale of project homes
has recorded on its books as ‘Contracts Receivable,' the sales price
of homes contracted for sale. After recording estimated costs to con
struct these homes, it has also reflected the corresponding income
from such sales in the period during which the contracts for sale
were entered into and deposits collected. These transactions were re
corded, although construction had not been commenced on the
majority of the homes to be delivered under these contracts. Both
the ‘Contracts Receivable’ and ‘Income’ recorded as realized (under
the contracts) are substantial and material. The auditor has been
asked to examine and render an opinion on the company’s financial
statements which show the above recordings.
“Would the treatment of sales contracts, as described above, permit
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the auditor to properly furnish an accountant’s opinion and, if so,
what should be the nature of the qualifications, if any? Would the
answer be the same if the subject of the contracts was vacant land
rather than a house?”

Our Opinion
Although it is possible that the time of entering into a contract to
sell and the time of actual sale may coincide, it is fairly obvious that
this situation does not obtain in your client’s case. A contract to con
struct and sell arises considerably in advance of the time of actual sale,
namely, the time when title is closed. The AICPA’s Accounting Re
search Bulletins reiterate at several places the generally accepted rule
of accounting that profit is ordinarily deemed to be realized when a
sale in the ordinary course of business is effected. In this connection,
see pp. 11, 34, 95, 100, and 105 of A.R.B. No. 43 (AICPA, 1953). At
p. 95 of A.R.B. No. 43, the statement is made “that delivery of goods
sold under contract is normally regarded as the test of realization of
profit or loss.”
In our opinion, it is clearly contrary to generally accepted account
ing principles for the builder to recognize income at the time con
tractual commitments are made, i.e., at a time when the contracts are
executory in whole or in part. Of course, if the client wants to dis
close in a footnote to the financial statements the extent to which firm
contracts for the construction and sale of houses have been entered
into and the amount covered thereby, he is perfectly free to do so.
Accordingly, if he insists on this treatment of contracts to construct
and sell houses, we believe you would have to express an adverse
opinion on the statements.
In our opinion, the answer would be the same if the subject of the
contracts was vacant land. It is generally accepted that profit is recog
nized upon actual sale of a parcel of land, i.e., when conveyance of
title is made and not at the time a contract to sell the land is entered
into.
This question should not be confused with a case in which a con
ditional or installment sale has been made. For example, in situations
where parcels of land are sold on the installment basis, actual con
veyance of title being withheld until all installment payments have
inquiry:
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been made, especially where the payments will extend over a number
of years, the general accounting practice is to recognize profits in ac
cordance with the installment method, i.e., proportionately as install
ment payments are made. Perhaps we should also emphasize that
when the percentage-of-completion method of recognizing contract
revenues in terms of stages of progress is used, it is used not as an
alternative to recognizing revenues when contracts are entered into,
but rather as an alternative to recognizing revenues at the point of
contract completion.

Inquiry 581
Contracts for manufacture of prefabricated houses — timing the
recognition of revenue
“I have a client engaged in the manufacture of precut houses. They
wish to reflect the contract prices, as the contracts are received, in
their profit and loss statement, even though these units have not been
manufactured, as yet.
“Can you inform me what method of reporting ‘gross profit’ (in the
above situation) is acceptable for proper accounting purposes?”

Our Opinion
Fundamentally, at the time of entering into a contract, your client
does not have a “sale,” but rather a contractual commitment to precut
and furnish the components, i.e., a contract fully executory on his part.
In a contract to sell unascertained goods (i.e., goods not yet in ex
istence ), title passes when the goods are ascertained (manufactured or
acquired) and “unconditionally appropriated to the contract” (defi
nitely set aside for the buyer). With perhaps minor exceptions, it is
almost universally accepted that only at such time has an accountable
event (i.e., a sale) occurred which occasions or requires the recog-
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nition of revenue. We are not aware whether your client, pursuant to
contractual terms, also undertakes to erect the frame of the dwelling,
as do some manufacturers of prefabricated houses. If so, we believe
the client should recognize revenue only when the erection of the
frame has been completed, i.e., only when he has substantially com
pleted all that he is required to do under the contract.

Inquiry 582
Land development company selling lots on “contract for deed”
— when is revenue “realized”?
“We are in process of certifying financial statements for a client,
and we would appreciate your comments on the following items:
“1. The corporation is a land development company and sells lots
on so-called ‘contract for deed’ whereby the company as seller will
not issue a deed to the purchaser until full payment of the contract
price is made. The average selling price of a lot is $3,750 with a
down payment of $750 being required, the balance being payable
over approximately seven years. The company, during this period of
time, pays the real estate taxes. The lots which have been sold under
‘contract for deed’ require a substantial amount of development work
for completion. The company has been in business for only a few years
and has not acquired any experience as to the number of repossessions
there will be or what the actual cost of the completed lots will be. For
both book and income tax purposes, a lot will be considered sold when
the ‘contract for deed’ has been paid in full and title transferred to the
purchaser. Our question is whether this policy as to the timing of a
sale is generally followed, as explained above, by other companies.
“2. The company owes Federal income taxes for two prior years.
For the current fiscal year a carryback claim will be filed whereby
the Federal income tax liability will be offset by the claim for refund.
Is it preferable to show the claim for refund as a current asset and the
Federal income tax liability as a current liability, or is it permissible to
show these items as an offset?
“3. We own approximately one-half per cent of the outstanding
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capital stock of the company. The stockholders’ equity amounts to $1
million. Will disclosure be required in a note to financial statements?
“4. The parent company is in the general contracting business and
we have no problems in segregating accounts as to current assets,
current liabilities, etc., on the balance sheet. It is not practical to
segregate the assets and liabilities into classifications on the balance
sheet of the land development company, which is a wholly-owned
subsidiary. In presenting consolidated financial statements, we are
going to show assets and liabilities without segregation as to whether
they are current, non-current, etc. Under these circumstances, is it
customary to cover by footnote as to why segregation has not been
made?”

Our Opinion
1. We believe that it is general accounting practice in the case of
land subdivisions to recognize profits in accordance with the install
ment method. However, this is not to say that we would deem it
improper to defer recognition of revenue until such time as the actual
sale or conveyance takes place, especially under the circumstances
cited in your letter, viz.: where a substantial amount of development
work for completion remains to be done, where no estimated liability
for such development work has been set up and no allocation of such
estimated costs made to the land or lots, and where the company’s
experience with respect to number of repossessions and actual de
velopment costs required, is limited. In any event, it seems to us that
if the installment method of recognizing contract revenues were to
be used in your client’s particular case, careful estimate of the pros
pective development costs would have to be made and assigned to the
lots and the liability for such costs set up.
2. It is a general principle of accounting that the offsetting of assets
and liabilities in the balance sheet is improper except where a right of
setoff exists or where amounts are “due to and from the same person.”
(See chapter 3B of Accounting Research and Terminology Bulletins,
AICPA, 1961, pp. 25-6.) Under the particular circumstances described
in your letter, it appears to be permissible to reflect the carryback
claim as an offset to (i.e., deduction from) the Federal income tax
liability.
3. Regarding this question, see pp. 28-30 in the Institute’s By-Laws
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— Code of Professional Ethics —1962. Under “old” Rule 1.01 which
was in effect until January 1, 1964, we would conclude that your
ownership of one-half per cent of the outstanding capital stock (i.e.,
$5,000 of $1 million net equity) does not represent a financial interest
which is substantial either in relation to the client’s capital or your
own personal fortune, and, accordingly, that no disclosure in your
report is required. However, under the “new” Rule 1.01 which became
effective January 1, 1964, it seems clear you would not be deemed
“in fact independent” and would not be in a position to express any
opinion, for the “new” Rule 1.01 makes reference to “any direct finan
cial interest.” (our emphasis)
4. It is not readily apparent to us from your letter why it is not
practical to segregate the assets and liabilities into classifications on
the balance sheet of the land development company. However, we
believe footnote explanation of the reasons for departing from con
ventional classifications should be made if you feel that such explana
tion would be helpful to the reader in analyzing the statement.
Perhaps we should mention that only today we saw an Institute
member’s working papers covering his audit of a land subdivision
company, and that the balance sheet reflected both current and noncurrent classifications of assets and liabilities — the lots (substantially
developed and held for sale) being reflected as inventory, while other
land to be developed as a beach with motel to be constructed thereon
and managed by the company in question, being shown as a fixed
asset.1

1 In Montgomery’s Auditing (Ronald Press Co., N.Y., 1957) see under heading “Ac
counting for Land Held for Development and Sale” at pp. 240-1, and ibid., see
first par., p. 264.
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Inquiry 583
Substantial estimated costs of development and improvement in
inventory of subdivider — may CPA express opinion?
“I have been confronted with a problem of determining the pro
priety of rendering an unqualified report, when circumstances, in
my opinion, do not warrant. However, I have certain doubts about
my own opinion in this matter, so I would like to present the facts,
and obtain thoughts on the subject.
“My client is a subdivider of a substantial amount of land. Many
sales were being made from the inception of the development before
improvements could be begun or completed. Payments for improve
ments were being made out of sales proceeds as received, and other
sources of funds. Certain elements of improvement costs are known
at the outset, by the existence of contracts for their installation, which
can be verified. However, a substantial portion of said costs are not
definitely known, and the only information available for assessing a
value to said improvements is average costs of similar improvements
in other completely unrelated subdivisions at other periods.
“In my opinion, there cannot be a certification as to the fairness of
a balance sheet and the related statement of income, when verifica
tion of a substantial portion of inventory, consisting of ‘estimated’
improvements, is impossible. The fact that the balance sheet may
disclose inventories to be ‘estimated,’ would still preclude me from
rendering an unqualified report. Inventories are a substantial portion
of total assets.
“Do you feel, in the fight of the above facts, that there is any justi
fication for the doubts of my own opinion? Would you elaborate under
what circumstances, if any, an unqualified report may be rendered,
when ‘estimated’ improvements in inventory must be used?”

Our Opinion
None of the Institute’s official bulletins or statements discuss the
particular problem with which you are concerned.
On the basis of N. D. St. John’s excellent article entitled “Some Ac
counting and Tax Problems of Land Development Companies” (in
The N.Y. CPA for September, 1947, at pp. 587-90), it appears to be
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the general practice among subdividers to set up in the general
ledger a provision for estimated cost of development with a correlative
credit to a “Reserve for Development” account, and to allocate the
over-all estimate of such development costs to individual lots on some
equitable basis.
It seems to us that the question whether you may properly give an
unqualified opinion on the financial statements of this particular
contractor is a matter of satisfying yourself as to whether the estimates
of development costs have been carefully prepared. Elements enter
ing into your judgment in this regard would be the general competence
of personnel making the estimate, the extent to which a breakdown
of the development work has been made or planned, and the evi
dence and procedure used in costing the estimate.
If the portion of the development work not already covered by
contracts or bids has not been broken down into segments of work
to be performed (subprojects) and costs pertaining thereto carefully
estimated by an engineer, architect, or an experienced construction
man, then you may have to qualify or disclaim on the fairness of over
all representations.
Financial statements typically contain various estimated provisions
and liabilities, e.g., depreciation, provision for doubtful accounts, esti
mated liability for warranties on servicing of contracts, estimated lia
bility for taxes, et al. However, this does not preclude an independent
accountant’s giving an unqualified opinion if such estimated provi
sions and liabilities have been determined on some reasonably ob
jective and consistent basis. By the foregoing, however, we do not
wish to unduly minimize the fact that in the case in question, rather
complicated estimates are involved.
Regarding the comments in the third paragraph of your letter, in
ventories may be a substantial portion of total assets, but in turn there
is the question whether the estimated improvement costs are substan
tial in relation to inventories. Possible distortion of the balance sheet
due to inclusion of estimated improvement costs in the inventory of
lots, it appears, is mitigated by the fact that an amount equal to the
estimated improvement costs is also included as an estimated liability.
As for the income statement, any distortion therein would be measured
by the possible variance between estimated improvement costs as
signed to lots sold within the period and the improvement costs that
would have been assigned thereto had actual costs been known in ad
vance.
inquiry:

583

INCOME DETERMINATION

1691

Incidentally, note the statement in the St. John article that it is
customary to distribute any over-all variance between actual and esti
mated costs of development to the remaining lots to be sold.1

1 We believe the following additional references may be of some interest to you:
1. “Accounting for Residential Land Development Costs,” by K. B. White (in
N.A.A. Bulletin for March, 1958, at pp. 53-62).
2a. “Streamlined Bookkeeping for Subdividers”
b. “How the Builder Should Keep His Books”
c. “How to Handle Your Bookkeeping Peculiarities”
d. “How the Builder and Subdivider Should Make Financial Statements”
e. “Analyzing Subdivision Costs”
(These articles appeared in the National Real Estate Journal for Sept., Oct., Nov.,
Dec., 1943 and Dec., 1957, respectively.)
3. Real Estate Subdivisions, by S. L. McMichael (Prentice-Hall, Inc., Englewood
Cliffs, N.J., 1949, 393 pp.).
4. Accountants’ Handbook, R. Wixon, ed. (Ronald Press Co., N.Y., 1956) at pp.
14.5-8.
5. Advanced Accounting, by Newlove and Gamer (D. C. Heath & Co., Boston,
1951, vol. 1). See discussion under subheading “Costing for Real Estate Sub
divisions,” beginning on p. 487.
6. Subdivision Accounts, by H. F. Taggart (prepared by Michigan Business Studies,
April, 1930).
Some further editorial ruminations: Query as to what principle supports capitaliza
tion of, and provision for, not only the estimated aftercosts attaching to current lot
sales made but also substantial prospective costs which will attach to future sales
made? It appears that the booking of estimated future development and improve
ment costs, and allocation thereof to lots in the case of subdivisions, would have to
be bottomed on the “matching principle,” the objective being a full costing of cur
rent lot sales.
The estimated liability for development and improvement, may, as a matter of
practice, be booked in whole or in part prior to commitments or actual incurrence
of debt to contractors who are to undertake the development work. The booking of
substantial estimated costs and liability for development prior to committing the work
to contractors would seem to involve the recording of a future budgetary outlay,
and if not to be justified solely by reciting “the going-concern” principle, might pos
sibly be justified by tying the incurrence of the cost and liability (a) to the company’s
obligation-to-develop, undertaken when making current lot sales, and (b) to repre
sentations made as to future improvement of the property in connection with the
company’s current advertising and promotion. However, this by way of exception,
bases “incurrence” on “commitment.”
In analyzing the accounting rationale underlying the booking of prospective outlay
for development, with concurrent reflection of a liability therefor, there is a semantic
aspect to be considered. Should we describe the entry as involving a “capitaliza
tion of, or current provision for, future costs” or a “capitalization of, or current pro
vision for aftercosts”; or does the entry involve “current recognition of the future
incurrence of (1) aftercosts attaching to current lot sales and (2) future costs which
will attach to future sales”?
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ALLOCATION OF OVERHEAD

Inquiry 584
Allocation of “home office expenses” of a construction company;
particularly the matter of “suspended” contracts
“I am looking for some information concerning the allocation of
home office expenses of a construction company which has, as a rule,
many specific construction contracts in process. My problem is this:
What is the accepted method and the practice of the industry in
allocating home office expenses to contracts which have been sus
pended upon which no direct costs were incurred or charged during
the suspension period?
“The home office expenses have been allocated on the basis of
direct costs charged to contracts, that is, the percentage relationship
of the direct costs of a contract in process to the total direct costs
of all contracts in process. While all the contracts are in process, this
allocation seems fair and equitable, but when one or several contracts
are suspended by a stop-order for a somewhat lengthy time, but for
good reasons, before work begins on them again, does it seem equit
able to apply this method since the suspended contracts would not
absorb any of the home office expenses? Can it be said that since there
were no direct costs incurred, no home office expenses are allocable to
suspended contracts?”

Our Opinion
The N.A.C.A. research study Assignment of Non-Manufacturing
Costs for Managerial Decisions (Research Series No. 19, p. 1143)
states, in part, the following:
In order to allocate indirect costs it is necessary to select a basis
of allocation which serves as a common denominator for the units

to be costed. The cost is then divided among the various units in
proportions based upon this common denominator.

In the case outlined in your letter, the selected basis of allocation or
“common denominator” is direct costs and the units to be costed are
contracts.
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With the foregoing as a frame of reference, it seems clear to us that
the portion of home office expenses to be allocated to a specific con
tract during any fiscal period (monthly, quarterly, or annually), should
be based on the ratio of direct costs incurred during the period on
such contract to the total direct costs incurred during the period on
all contracts in process or completed within the period.1
The above-mentioned N.A.C.A. research study also states at p. 1143
that

The process of allocating assumes that the cost being allocated
is correlated with the basis used for allocation. Where basis and
cost are unrelated and do not vary together, the resulting unit costs
are determined arbitrarily.
In the case in question, if the basic premise underlying the allocation
formula is that the home office expenses are a function of, or to some
extent fluctuate with, the basis used for allocation, i.e., with direct
costs charged to contracts, then we believe the assignment of home
office expense to a given contract should not continue beyond the
time when such contract is either suspended, terminated for con
venience, or completed. A reactivated contract should begin anew
to absorb its share of home office expense from the time it is reac
tivated.
This having been stated, it is also our opinion that after suspension
of a contract, any standby or continuing costs directly traceable or
attributable to the suspended contract, may properly be directly al
located to such contract. We believe this treatment is supported by
the accounting principle that costs should be directly allocated when
ever there is a clear basis for exclusively associating such costs with
the unit being costed. Furthermore, we believe such treatment is sup
ported by equity if not by contract.
1 If it is assumed that home office expenses are relatively constant in amount from
month to month, and that such expenses are allocated at the end of each month in
the ratio of actual general office expenses to actual direct contract costs incurred in
the particular month, then contracts which happened to be performed in the slow
seasonal months (i.e., months in which direct contract costs incurred were relatively
lower in total amount than in more active months), would be assigned relatively
greater amounts of general office expenses than contracts performed in more active
months. Thus, it would be more equitable to cost all contracts in terms of a standard
or average overhead rate based on a typical recent year’s construction activity. A mov
ing average rate based on the ratio between the most recent twelve months’ direct con
tract costs and home office expenses (containing some relatively active and some rela
tively inactive months) might well be used rather than actual monthly rates.
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Inquiry 585
Fixed-price contracts — allocation of G. and A. expenses, and
use of projected overhead rate in estimating costs to complete
“1. In arriving at the proper inventory valuation of work-in-process
as it relates to a fixed-price contract, what effect, if any, should be
given to general and administrative expenses? The client in question
follows the consistent practice of treating general and administrative
expenses as period charges and does not allocate such expenses to
jobs in process.
“2. In projecting estimated costs to complete, is it proper to use
estimated overhead rates based on a forecast which assumes increased
production, or should actual overhead rates for the current year be
used?”

Our Opinion
1. In our opinion, the circumstances are relatively rare in which
general and administrative expenses may properly be taken into ac
count when pricing contract work-in-process under the completedcontract method. The discussion in par. 10 of Accounting Research
Bulletin No. 45, Long-term Construction-type Contracts (AICPA,
1955) as well as the discussion under the headings “General and Ad
ministrative Expenses” and “Treatment of Estimated Losses” at pp.
54-5 of the December, 1955 issue of The Journal of Accountancy, indi
cate the rather special circumstances in which it may be appropriate
to allocate general and administrative expenses to deferred contract
costs rather than to periodic income. In this connection, we also note
the following statement appearing in the booklet Auditing in the
Construction Industry (AICPA, 1959, at p. 10), viz.:

The allocation of general and administrative overhead — This
allocation to contracts in process is occasionally justified to avoid
distortion of the income of contractors using the completedcontract basis of recognizing income. Any such allocation, how
ever, should be carefully reviewed by the independent auditor.
(our emphasis)
Especially weighty reasons, it seems to us, would have to support any
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departure from the practice consistently followed in the past, of
treating general and administrative expenses as period charges.
2. In our opinion, when projecting estimated costs to complete a
contract, all available realistic information should be taken into con
sideration. If at the time of projecting costs to complete, a prospective
increase in production is evidenced by a backlog of firm contracts in
hand, or by letters of intent or other definite favoring circumstances,
then we believe estimated overhead rates based on a forecast which
assumes increased production should be used in lieu of actual over
head rates for the current year.

Inquiry 586
Should "loss” on construction contracts be recognized, where
contracts taken at reduced price covering direct costs and mak
ing contribution to overhead?
“The recent Institute publication relating to generally accepted ac
counting principles for contractors is an excellent presentation. I am
sure the accounting profession will find this publication thought-pro“To wit, I pose the following problem and would appreciate your
comments.
“A contractor dealing in long-term construction contracts records
income on the percentage-of-completion basis. Administrative and
sales expenses are allocated to contracts in contrast to being period
charges. This method of cost allocation has been consistently applied
for a number of years. During periods of slack business, contracts are
taken which will cover all direct costs but only a portion of administra
tive and selling expenses. These contracts, which the company knows
will not provide for administrative and sales overhead, are taken in
order to maintain a nucleus of trained personnel in a shop where
components are fabricated before shipment to the construction site.
“Would a provision for losses be appropriate on a contract taken
at such a reduced price at the year-end if —

1. Work on the contract has commenced? Should the built-in loss be
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recorded on a percentage-of-completion basis or should it be fully
provided for?
2. To date, no work has been performed on the contract?”

Our Opinion
We believe the following excerpt from the discussion under the sub
heading “Treatment of Estimated Losses” at p. 55 of the article “Con
struction-Type Contracts” (in The Journal of Accountancy for De
cember, 1955) is quite relevant to the questions raised in your letter,
viz.:

There are other considerations which may affect the treatment
of this phase of the problem. If it is not the practice to assign gen
eral and administrative costs or other general overhead to the
contracts, a provision for loss will probably not be considered
necessary unless the estimated direct contract costs exceed the
contract price. Also, certain contracts may deliberately be taken at
a price which will not make the normal contribution to general
overhead in order to hold the contractor’s organization together
in a dull period. Under conditions such as these, it may not be
considered necessary to apply a different principle to the recog
nition of loss than to the recognition of profit, and the loss may
be shown under the completed-contract method when the contract
is completed, or be spread under the percentage-of-completion
technique.

The foregoing indicates that in a situation such as that described
in your letter, any loss to be recognized should be spread if the con
tractor is on a percentage-of-completion basis.
Personally, we are somewhat at a loss to know just what the measure
of the contemplated “loss” is in a situation where, for sound policy
reasons, a contractor deliberately takes contracts at prices which
cover all direct contract costs and in addition, make some contribution
to administrative and sales, i.e., general, overhead. Is the “loss” to
be measured by the difference between the actual price at which a
contract is taken and the price that the contractor would otherwise
estimate as a target contract price if he were free to apply general
overhead to estimated direct contract costs at a “standard” percentage
thereof and then provide for a “normal” profit on the total cost base
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thus estimated? In our opinion, it would be improper to charge oper
ations with a provision for a loss measured in such manner.
If one assumes that the administrative and selling expense in ques
tion is relatively fixed in amount, then the effect of a policy of taking
some contracts at prices which will recover direct costs and make
some contribution to fixed or general overhead, is to increase rather
than decrease the over-all profit showing (or to decrease any over-all
loss which otherwise would be reflected). The contractor is better off
both dollar-wise and personnel-wise as a result of having taken the
contracts on the indicated basis. Accordingly, under such circum
stances, we do not believe there is any occasion for recognizing or
providing for losses on such contracts.
Where the percentage-of-completion basis is used, it appears that
a loss on a contract would automatically be recognized to the extent
that incurred costs to date (including any allocated costs) exceed the
portion of total contract price recognized as contract revenue during
the period.
Incidentally, the discussion under the heading “General and Ad
ministrative Expenses” at p. 54 of the above-mentioned article in
The Journal of Accountancy, when considered in conjunction with
item “e” on p. 10 of Auditing in the Construction Industry (AICPA,
1959) and the first complete paragraph on p. 12 of Generally Ac
cepted Accounting Principles for Contractors (AICPA, 1959), indi
cates that the allocation of General and Administrative Expenses to
contract costs is a relatively uncommon practice and necessary only in
special circumstances where the completed-contract basis of recog
nizing income is employed, and a rare and usually unnecessary
practice where the percentage-of-completion basis of recognizing in
come is used.
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Inquiry

587

Providing for estimated loss on uncompleted tooling contract
“The following purchase order was accepted from F Company by
W Company, for tooling. Hereafter, the two companies will be re
ferred to as ‘F’ and ‘W.’
“The proposal made by F to W was as follows: ‘You are to fabri
cate tooling to the sizes specified to mold a molded-fibre void box ...
“Conditions of the purchase order are the following:
1. As agreed, the cost of the required tooling is estimated to be ap
proximately $7,000. F will pay 75 per cent. However, it is under
stood that the cost may vary upward by as much as, but not more
than, 10 per cent.
2. This tooling will be fabricated by W and will be charged to F at
W’s cost (including overhead).
3. F Company will approve the final configuration of the tooling,
and will accept this tooling upon F’s approval of first article.

“At December 31, 1959, the cost records of W showed a total of
$18,970 for materials, direct labor and burden accumulated thus far.
It was estimated the tooling was approximately 80 per cent com
plete at December 31, 1959.
“Independent accountants showed this amount of $18,970 as in
ventory on the balance sheet, but never did show it in the profit
and loss as a part of the ending inventory (saleable). The writer dis
cussed with the auditors the handling in this manner: ‘The most the W
Company can sell this tooling for is three-fourths of $7,700 or $5,775.
Now, if you agree this is only 80 per cent completed, the most value
that you can place on this tooling is 80 per cent of $5,775 or $4,620,’
Immediately I was asked, ‘What do we do with the balance of the
accumulated costs?’
“The writer suggested the following:
1. Capitalize the difference between $5,775 and $7,700, as tooling.
However, do not depreciate it until parts (acceptable ones) begin
to come off the production lines.
2. As an alternative, write all of the balance off to development ex
pense in the current period.
3. As another alternative, write the entire costs down to $4,620, and
defer the balance for writeoff over a production of acceptable
parts; or write off the entire balance to development expense for
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the current period . . . and in the future write off all costs over
and above the maximum sale price (which includes W’s 25 per
cent) to development expenses.
“None of these suggested treatments were followed in the certified
statement, however.
“After the March 31, 1960, statement, I was asked by the parent
company of W, to submit a Working Capital Statement. Without hesi
tation, I reduced the Balance Sheet Assets (inventories) by the dif
ference between the $5,775 and $18,970. What, if anything, was
wrong with my action?
“At what figure would you show the tooling costs at 12/31/59?”

Our Opinion
In our opinion, the estimated cost to complete the remaining 20
per cent of the contract should be added to the total costs of $18,970
accumulated to December 31, 1959, to arrive at a current estimate of
total contract costs. The difference between estimated total contract
costs and the maximum amount realizable from F Company (i.e.,
$5,775) should be recognized as a loss by debiting Estimated Loss
on Uncompleted Tooling Contract and crediting Allowance for Loss
on Uncompleted Tooling Contract. The allowance should be offset
in the balance sheet against costs accumulated to December 31,
1959. Contract costs subsequently incurred should be charged to the
allowance account but not beyond the point where total accumulated
costs less the balance in the allowance account would exceed the
maximum amount ($5,775) realizable from F Company. In other
words, any excess of actual costs incurred in the subsequent period
over estimated costs to complete, should be charged to P and L, not
to the allowance account. In connection with the foregoing, see the
item entitled “Construction-Type Contracts,” particularly under the
heading “Treatment of Estimated Losses” at p. 55 of the December,
1955 issue of The Journal of Accountancy. The recommended treat
ment is supported by the principle of recognizing and providing for
all foreseeable losses.
Your letter does not make it clear as to why W Company has
agreed in the first instance to bear 25 per cent of the estimated costs
of the tooling, or, effectively, all costs incurred beyond the $5,775
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maximum amount realizable from F Company. Depending on the
facts in this respect, a possible alternative treatment to that outlined
above suggests itself, viz.: recognizing and reclassifying 25 per cent
of the $18,970 costs accumulated to December 31, 1959, as Develop
ment Expense incurred during 1959, recognizing 25 per cent of costs
incurred to complete the contract as Development Expense in the
subsequent period, and debiting “Estimated Loss,” etc., and crediting
“Allowance for Loss,” etc., at December 31, 1959, with the amount of
the difference between 75 per cent of estimated total contract costs
and the $5,775 maximum amount realizable from F.

Inquiry 588
Reflection of special tooling contract as special or extraordinary
item in income statement
“Corporation A has a subcontract pursuant to a prime governmental
contract. The corporation received three separate purchase orders.
Two of these orders were of the redeterminable type, where they were
allowed to bill under normal procedures, with proper application of
burden, G. and A., and profit rates.
“The third order was a fixed-price contract for purchase of special
major tooling from one source and under this contract the corporation
was allowed only a fixed fee of 7½% of cost. Because of the nature of
the contract and its large dollar volume, if handled as a normal sale,
it would distort proper burden, G. and A., and profit.
“The question, therefore, is: Under what authority or precedent
may the special tooling under the third contract be reflected sepa
rately and not affect the showing on the other two contracts?”

Our Opinion
Regarding the question raised in your letter, we assume that the
term “reflected separately” has reference to financial presentation
as a special item, of costs and revenues attributable to the special
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tooling contract or profit thereon in Corporation A’s income statement.
At the outset, although you may already have considered and re
jected it, perhaps we should call your attention to the possibility of
preparing the client’s income statement in so-called “single-step” form.
You will find this form of statement described at p. 110 of Mont
gomery's Auditing (Ronald Press Co., N.Y., 1957). Note especially
the pros and cons of this form of statement. If this form of statement
were used, tooling contract revenues could be reflected either as part
of total contract revenues or be listed separately as special tooling
contract revenues.
Another alternative to consider is the possibility of presenting this
item as a material-extraordinary item, i.e., as a direct credit to earned
surplus. Note that par. 11, p. 63, of Accounting Research and Termi
nology Bulletins (AICPA, 1961) refers to “items which in the aggre
gate are material in relation to the company’s net income and are
clearly not identifiable with or do not result from the usual or typical
business operations of the period” and to “material charges or credits
resulting from unusual sales of assets not acquired for resale and not
of the type in which the company generally deals.” Although the
special tooling contract may be atypical of Corporation A’s “usual
or typical business operations,” nevertheless, we do not believe that
par. 11 (allowing direct charge or credit to earned surplus) is in
tended to cover the item described in your letter. Perusal of the 1962
edition of Accounting Trends and Techniques, the AICPA’s annual
survey of over 600 annual corporate reports, under the heading “Ex
traordinary Items” (pp. 185-90), discloses no example of an item
similar to that described in your letter being excluded from net income
and directly charged or credited to surplus.
However, we believe the discussion under the heading “Disclosure
of Extraordinary or Unusual Items” at pp. 113-15 of Montgomery
may be helpful, indicating as it does that extraordinary items of in
come or expense may be separately set forth within the income state
ment itself. See the example of such presentation therein.
Incidentally, although you describe the third contract as a “fixedprice contract,” you go on to refer to a “fixed fee (thereon) of 7/2%
of cost.” Accordingly, it is not clear to us whether a Cost-plus-fixed-fee
contract is or is not involved. Perhaps you are saying in effect that,
in determining the total contract price of the fixed-price contract,
the costs of furnishing the special tooling were estimated and 7/2% of
such costs then added to arrive at the total contract price. Be that as
it may, you will note at p. 97 of Accounting Research and Terminology
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Bulletins (op. cit. supra) that in the case of some types of CPFF
Contracts, the fee alone may be included in the income statement.
If the special tooling contract is atypical either because it in
volves furnishing a product different from that usually supplied by
Corporation A and/or because it involves taking a contract on an
entirely different pricing basis, we would be inclined to break out the
costs and revenues on the contract in question and reflect them sepa
rately (indented, with the net fee earned extended) as an extra
ordinary item in much the same way as is indicated in the income
statement appearing at p. 114 of Montgomery.

GOVERNMENT CONTRACTS—COSTING
AND ALLOCATION

Inquiry 589
Overhead application to production having government or com
mercial end-use and to services and assembly work undertaken
for parent — limitations of “blanket rate”
“We are desirous of securing an opinion as to whether or not it is
in accordance with good cost accounting principles to apply a lower
overhead rate to certain production orders, rather than the plant-wide
overhead rate, in the following circumstances:
“‘Manufacturing Company,’ which is a majority-owned subsidiary
of another corporation, has received from a prime contractor under
various Air Force contracts, orders for certain of its products. It
manufactures products for governmental and commercial use. Gov
ernment contracts are subject to price redetermination.
“During 1959 and 1960, Manufacturing Company undertook cer
tain types of work for its parent company, viz.:
1. Operation of a small research laboratory group for research re
lated to the parent’s products, and not allied to Manufacturing
Company’s product.
2. Manufacturing to parent’s supplied drawings of a device for in
corporation in the parent’s product.
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“With respect to '1’ above, it was considered desirable by the
parent to locate the research group away from its plant in the hope
of stimulating original thinking. Manufacturing Company supplied
certain facilities to the group such as space, light, heat, power, tele
phone, janitorial and maintenance, accounting and whatever other
services would accrue due to normal occupancy of the plant. It did
not supply machinery (other than furniture), test equipment, travel
and other costs incident to specialized personnel search, technical or
marketing services, inspection or test facilities, routine production and
inventory control personnel, guaranty expense, or research or de
velopment activity.
“With respect to ‘2’ above, all special tooling, jigs, assembly fix
tures and test equipment were supplied by the parent, as was all
capital equipment required to process the order. Engineering was
charged directly to the project. This category of business did not
use many of the facilities normal to processing items of Manufacturing
Company, such as research, marketing, or sales expense. All parts
were manufactured by outside vendors, and assembled by Manu
facturing Company, with the exception of a few minor secondary
operations.
“In recognition of the above special circumstances, Manufacturing
Company applied a lower manufacturing rate, as well as a lower
general and administrative expense rate, to production for the parent,
than it did to production for its government and commercial prod
ucts, in accordance with what it believes to be equitable costing.
“Assuming that the amount of the differential was properly cal
culated, Manufacturing Company wishes to know if this application
of an overhead rate to production for the parent lower than the rate
applied to government and commercial production, would be consid
ered to be in accordance with generally accepted accounting prin
ciples as they relate to cost accounting; or would such accounting
principles require that the plant-wide overhead rates be applied to the
special production for the parent company?”

Our Opinion
Your letter describes a situation where, in addition to carrying on
its regular production having both a governmental and commercial
end-use, the manufacturing company (1) has furnished space to its
parent company [and incurred certain attendant “occupancy” costs]
in order that the latter may operate a research laboratory and (2)
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has also undertaken to manufacture a component of the parent com
pany’s product in accordance with drawings and specifications, and
utilizing special tooling and capital equipment, furnished by the
parent. The latter activity, incidentally, is essentially an assembly
job since all essential parts of the component are subcontracted out.
In the factual circumstances stated in your letter, and accepting
those facts prima facie, we are not aware of any accounting principle
which would arbitrarily require that a plant-wide or “blanket” over
head rate, whether for the purpose of applying general manufacturing
expenses or general and administrative expenses, be used by the
manufacturing company in costing the production or functions under
taken for the parent company.
One of the best discussions of manufacturing overhead that we
have seen appears at p. 9.1 et seq. of the Accountants’ Cost Handbook
(Ronald Press Co., N.Y., 1960, ed. by R. I. Dickey), and we believe
the propriety and equity of the conclusions you have arrived at should
be tested in the light of much of what is said in this reference. We be
lieve the following statements therein should be especially noted, viz.:
... Where there are important differences in the nature of the
work performed in different parts of the factory, and where there
are important differences among products with regard to the time
spent in the different parts of the factory, the overhead cost
applied to products will be accurate only when departmental,
cost center, or operational rates are used or when separate rates
are used for the different product lines.
(see under “Use of Multiple Overhead Rates” and “Determina
tion of Rate Subdivision” at p. 9.15)

... Thus, where different lines of product are manufactured, re
quiring different processing times in several departments engaged
in different types of activity, blanket rates may not yield accurate
overhead costs.
(see under “Departmental vs. Plant-Wide Rates,” bottom p.
9.21)
Blanket Rates . . . Where Useful: Where one product is made
in continuous process; where a few related products are made,
involving the same time and effort at each stage.
(see fig. 23, p. 9.75)

Other things being equal, departmental rates or cost center
rates are superior to blanket rates because of the greater accuracy
of the former.
(see item “5” under “Characteristics of a Good Method” at
p. 9.78)
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Incidentally, although your letter describes the nature and limita
tions of the manufacturing company’s undertaking with respect to the
small research laboratory staffed by the parent’s personnel, your
letter does not explicitly raise any question respecting the several costs
attributable to the “occupancy.” Suffice it to say that the costs and
expenses directly attributable as well as those fairly allocable to the
“occupancy” should be eliminated from the pool of general manufac
turing overhead and/or general and administrative overhead for pur
poses of determining a rate fairly applicable in costing the products
having a governmental and commercial end-use. Also, if objective in
formation is available (e.g., records of executives’ time spent on major
production segments, separate location of production area for parent’s
product, specific assignment of foremen to production for parent,
specific assignment of personnel in purchasing department to handle
subcontracting work for parent’s product, et al.), you may have a basis
for eliminating certain costs or portions of costs from the general
manufacturing overhead and general and administrative overhead
pools on the ground that such costs are not truly “joint” to the gov
ernmental, commercial, and parental production, but rather, are di
rectly attributable to the parental production.1 * 1 2 3

1 Regarding the problem of proper allocation of so-called non-manufacturing costs, or
distribution costs, or general and administrative expenses, we believe you will find
the following references helpful:
1. Analysis of Non-Manufacturing Costs for Managerial Decisions [N.A.C.A. Research
Report (combining Research Series 19, 20, and 21) ca. 1956].
2. “Allocating Administrative Expense to Divisions,” by W. T. Relyea (in N.A.C.A.
Bulletin for August, 1953, sec. 1, at pp. 1626-32).
3. “Controlling Distribution Costs,” by C. H. Levin, chapter 7 in Corporate Trea
surer’s and Controller s Handbook (L. Doris, ed., Prentice-Hall, Inc., N.Y., 1950).
For an excellent reference discussing overhead and its allocation, particularly in the
context of government contracts, see Accounting for Defense Contracts, by H. W.
Wright (Prentice-Hall, Inc., Englewood Cliffs, N.J., 1962). See especially chapter 4,
“Cost Accounting Concepts,” and chapter 5, “Department of Defense Cost Prin
ciples,” under subheadings “Indirect Costs,” “Why Are Indirect Costs Incurred?”,
“Number and Composition of Overhead Pools,” “Distribution Bases,” “Administrative
Expenses” (pp. 54-63); and “Bases for Distribution” and “Practical Considerations
in Indirect Cost Allocations” (pp. 76-8).
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Inquiry

590

Direct accumulation and attribution of labor to government con
tracts in production-supportive departments or cost centers
“We are a research-oriented company which produces equipment
for the acquisition, transmission, and processing of performance data.
We develop and construct catalogued products as well as complete
instrumentation and data-reduction systems for this purpose. A sub
stantial portion of our annual business is directly or indirectly with
the government of the United States, a major portion of which is per
formed under cost-reimbursement type contracts. We are, of course,
under Department of Defense (Air Force Auditor General) audit
cognizance and, too, are subject to the various government regulations
including ASPR.
“In the course of their surveillance, the cognizant government audi
tors have objected to our method of charging labor in two manu
facturing-support areas, namely Production Control and Purchasing.
Our Production Control cost center includes organizational units that
perform the functions of production and fabrication planning (which
includes the shipping activity), materials planning, and materials
service (which includes the activities of the receiving department,
material expediting section, and the stockroom). Our Purchasing cost
center functions are production and engineering buying, expediting,
and the performance of various related clerical activities. We follow
the practice of identifying the time with particular objectives. We be
lieve, as stated in ASPR 15-202(a), that direct costs are not limited to
items which are incorporated in the end product. Where labor costs
in excess of one-half hour can be specifically identified with the
contract, they are charged directly thereto. Where labor cannot be
specifically identified with contract or is under one-half hour, it is
charged as indirect labor and included as manufacturing burden. The
activities of employees in these manufacturing-support areas are ar
ranged in a manner that effectively precludes the charging of the
same activity as a direct as well as an indirect charge. We have
adopted an elaborate code of activity descriptions which are used on
our time card to indicate the duties performed by personnel who
‘split’ their time or, in other words, charge both directly and indirectly
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within a pay period. This coding is used to make the time tickets
susceptible to verification by audit.
“We cite the following references in support of our position:

1. Cost Accounting — Principles and Practice, by Neuner (R. D.
Irwin, Inc., Homewood, Ill., 1952), at page 24:
Direct labor consists of that portion of the factory labor cost
which can be directly identified with specific jobs or, in some
cases, with specific departments or processes.
Indirect labor consists of that portion of the factory labor cost
which is not possible or practical to identify with specific jobs or,
in some cases, with specific departments or processes.
The basic distinction between direct and indirect labor does
not depend upon the nature of the work done. Whether labor
is direct or indirect is a question of practicality and expediency.
If a man does the kind of work which can be identified with
specific jobs, and if he works on individual jobs long enough to
make that identification practical, the cost of his services is direct
labor....

2. Department of Defense Contract Audit Manual
A. — page 205, paragraph 2-3.004
2-3.004 Contract Cost Principles in Relation to Generally Ac
cepted Accounting Principles and Practices. Generally accepted
accounting principles are those which are described in profes
sional accounting literature, and in official pronouncements of
recognized associations of accountants such as the American
Institute of Accountants. Generally accepted accounting practices
are those which are in common use by business organizations and
indorsed by recognized associations of accountants and leading
practitioners. There are also disagreements among practitioners
on particular points. The nature of these pronouncements, in
dorsements and disagreements makes it impossible to find an
over-all statement relating to all phases of a comprehensive and
integrated body of accepted accounting principles and prac
tices. Instead, the principles and practices followed by a particu
lar contractor must be measured against the aggregate body of
generally accepted accounting principles and practices followed
or indorsed. Accounting methods, and cost principles, thus estab
lished, are those to which reference is made in Section XV, Armed
Services Procurement Regulation. Within these broad limits there
are alternative and optional accounting and cost methods. For
example, there are several acceptable methods of depreciation
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accounting and of inventory pricing. Some methods are better
suited for particular types of business than for other types. Ac
counting practices which depart from generally accepted account
ing practices must yield results which are equitable to the
Government.

B. — page 305, paragraph 3-2.004
3-2.004 Considerations Governing Recommendations to Contrac
tor.
(a) The procedures used by the contractor may be the result of
years of experience in the conduct of a particular enterprise, and
may produce results which, in the final analysis, are equally as
satisfactory as those which would be accomplished by other theo
retically preferable standards and procedures. For this reason the
auditor should not expect or demand system perfection. When it
is found that contractor’s internal control procedures and account
ing practices may be relied upon to produce equitable and reason
ably accurate recorded costs, the auditor should not suggest or
require changes merely to meet his own personal preferences or
to effect conformance with any predetermined standards.
(b) Recommendations for changes should be made only after
weighing the costs involved against the benefits to be derived.
Suggested improvements may be discussed but the contractor
should not be urged to change the established procedures in
order to improve the internal controls unless one of the following
conditions exists:

(1) the procedures for accurate cost determination are in
adequate,
(2) the work under Government contracts will extend over a
long period,
(3) internal control can be improved appreciably,
(4) continuance of the present routine would require the ex
penditure of audit effort substantially disproportionate to
the audit effort otherwise required.

One of the basic objectives of the contractor’s cost accounting pro
cedure and the most important from the auditor’s standpoint, is
the accurate accumulation of costs applicable to each contract.
The contractor should be interested in any change in his pro
cedures which will make possible a reduction in the volume of
detailed audit work to be performed or will improve existing in
ternal controls. Good judgment is expected from the auditor in
deciding what suggestions should be made to the contractor in
order to reduce the auditor’s workload to the extent practicable
under all the circumstances. If the contractor is not receptive to
the auditor’s suggestions for improving the system of internal
controls, and the lack of such controls or the condition of the
records otherwise are conducive to the inflation of costs and/or
inquiry:
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amounts to be billed under Government contracts, the matter
should be brought to the attention of the district director.
C. — page A-5
Cost, Direct. Any item of cost (or the aggregate thereof) which
may be identified specifically with any objective, such as product,
service, program, function, or project; usually, but not necessarily,
limited to items of material and labor. The distinction between
direct and indirect costs is often arbitrary or is based upon con
venience and cost accounting simplicity without sacrifice of reason
able accuracy in overall costs of specific objectives.
Cost, Indirect. An item of cost (or the aggregate thereof) which
is incurred for joint objectives, and, therefore, cannot be identified
specifically with a single final objective, such as a product, service,
program, function, or project. An indirect cost usually is allocated
to the several cost objectives. A cost may be direct with respect
to some specific service or function which in itself is indirect with
respect to the end-product, service, program, function, or project.
In practice the distinction between direct and indirect costs is
sometimes arbitrary or is based upon convenience and practi
cality without sacrifice of reasonable accuracy in overall costs
of specific objectives.

3. Controllership, by J. Brooks Heckert, CPA, and James D. Willson,
CPA (Ronald Press Co., N.Y., copyright, 1952):
page 135 — figure 32. This schedule shows Receiving and Ship
ping as direct labor; our receiving and shipping activities are per
formed in our production control cost center.
page 167 — figure 41. This schedule shows shipping under the
caption of direct labor.

4. Analysis of Non-Manufacturing Costs for Managerial Decisions,
National Association of Cost Accountants, N.A.C.A. Research Re
port, pages 7 and 8:
Direct Costs
The determination of costs by segments of a business begins
with those costs which can, as a practical matter, be directly
identified with the unit being costed. The direct costs represent
cost factors whose application to specific segments can be defi
nitely measured and whose costs can be accumulated separately
from costs of other segments. In speaking of direct costs it is, of
course, essential to specify the unit being costed, for costs which
are direct as to one unit are often indirect as to other units. Thus,
for example, when salesmen are specialized by product lines, sell
ing costs can be charged directly to product lines, but in costing
individual items within a line the same selling costs are indirect
and must be allocated.
Direct charging of costs is preferable to later allocation because
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the reliability of the resulting unit costs is not subject to ques
tion if the basic data have been accurately classified and sum
marized.
In order for costs to be handled as direct charges, individual
cost items must be identified with units to be costed (i.e., with
departments, products, territories, etc.), at the time the cost is
incurred. Ordinarily this is accomplished by some plan for coding
source records so that the cost data on them can be assembled ac
cording to desired classifications. In the factory the use of labor
job tickets bearing department and other numbers is generally
familiar. Invoices, expense vouchers, and other source documents
can be similarly coded to permit subsequent direct accumulation of
non-manufacturing costs.
“The cognizant government auditors contend that labor incurred
by personnel of the Production Control and Purchasing cost centers
should be charged entirely as indirect labor and thus become a por
tion of the manufacturing burden to be allocated to manufactured
products. They further contend that activities of these two manu
facturing-support areas are normally considered burden areas and
that it is not practical to identify, control or verify the costs when
charged directly to contracts.
“We would appreciate it if you would give us your comments.”

Our Opinion
Since we are under a time handicap in replying to you by your
deadline date, we cannot document our reply to the extent that we
might otherwise do under less urgent circumstances. However, we
have carefully considered your presentation, and, in our opinion, you
have soundly documented and buttressed your own position. We are
not aware of any accounting principles which would proscribe direct
attribution of labor in production-supportive areas or cost centers
such as Production Control and Purchasing to specific products, con
tracts, departments, or projects provided that the basic time records
necessary for an accurate allocation are properly maintained. In point
of fact, it is only by default or because of circumstances beyond con
trol (where the cost of maintaining the time records is prohibitive
or other circumstances make it unfeasible, or where the costs in
question are truly “joint” and not directly traceable to specific con
tracts or projects) that one has to choose the procedure of indirect
allocation rather than direct attribution of costs.
inquiry:
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Of course, your letter does not indicate with any particularity the
reasons for the government auditors’ conclusion “that it is not prac
tical to identify, control or verify the costs when charged directly to
contracts.” Perhaps the auditors have not stated the particulars they
have in mind. Then again, perhaps they have. In our opinion, the key
word here is “control,” and this has reference to the question whether
there are any built-in assurances that the personnel in question make
proper time allocations. It would appear the auditors may be able to
adopt procedures which would give them some over-all indication
as to whether the labor cost allocations in these cost centers may be
considered reasonable or unreasonable. For example, the ratio of a
given contract or project’s volume to over-all volume as compared or
contrasted with the ratio of direct labor of the supportive cost center
allocated to such contract or project to total labor thereof, might be
one audit approach. Another important issue to be resolved here, in
our opinion, is the question whether, if the company chooses to directly
accumulate labor attributable to the government contracts in certain
manufacturing-support areas, the labor not specifically identifiable
with such contracts (a) may properly be deemed chargeable as indi
rect labor and included as manufacturing burden in which case a
portion thereof would ultimately be allocated to government con
tracts, or (b) may more properly be deemed directly attributable to
non-government contracts.

Inquiry 591
Application of overhead to government contract where company
president performs direct engineering labor
“I would appreciate an opinion or reference source as to the fol
lowing:
“In a small research and development firm, the president is also
chief engineer. In costing his work on a given government contract, the
contract clause states: ‘Mr. X is to be reimbursed at the approved
rate of $7.69 for the direct labor hours applied in the performance of
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this contract with no overhead being applied, and at an hourly rate of
$5.50 for each hour of indirect labor.’
“For two years under this contract the contractor has calculated
the overhead rate per direct labor hour by dividing total direct labor
hours, exclusive of Mr. X’s direct labor hours, into total allowable
overhead costs. This resulting rate was then applied, in conformance
with the above contract, excluding Mr. X’s direct labor hours. In our
opinion this is a generally sound accounting approach for the cal
culation of overhead. Now the present government auditor (the two
prior auditors took no exception to this method) states that this
method unfairly increases the hourly overhead charge to the govern
ment contract. He states that the method that should be used is that
all direct labor hours including Mr. X’s direct labor hours be divided
into the total allowable overhead costs, and this resulting lower over
head hourly rate be applied to direct labor hours chargeable to the
contract excluding Mr. X’s direct labor hours.
“To summarize, we feel that it is inconsistent with sound or gener
ally accepted accounting practice to include in total direct labor hours
those direct labor hours that will not be used to absorb any of the
resulting overhead hourly rate. Or in other words, the auditor’s
method will not enable all the allowable overhead to be absorbed due
to the understated overhead hourly rate.”

Our Opinion
Inasmuch as the situation described in your letter is one character
ized by its own unique facts, we believe it highly unlikely that one
would be able to find any helpful discussion thereof in the accounting
literature. However, we have examined your problem, and we agree
with your conclusion. In our view, not only would it be inconsistent
but also improper and inequitable to include the chief engineer’s di
rect labor hours in the divisor in computing a lower hourly overhead
rate while at the same time to exclude his direct labor hours for
purposes of assigning overhead to the government contract.
It might be fruitful for both parties to look into the question as to
why the specific contract clause (respecting reimbursement of Mr. X
at certain rates for his direct and indirect labor hours applied to the
contract without any overhead being assigned to the contract based
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on such hours) was written into the contract in the first instance.
Any one of a number of situations may have existed. To assume the
worst, overhead costs used in a previous labor-hour rate formula might
have included a salary for the chief engineer (either exorbitant or
normal in amount) and excluded his labor hours from the divisor; the
resultant labor-hour rate, however, being multiplied by the chief en
gineer’s hours for purposes of costing the contract. To assume the best,
the present formula may have merely represented a government nego
tiating officer’s method of providing in the contract for direct com
pensation of the owner of a small proprietorship who ordinarily would
not receive a salary, in order to place the proprietorship on the same
basis as a small corporation which, of course, would include officers’
salaries in its overhead costs.

Inquiry

592

Application of redetermination clause, to determine status of
government contract uncompleted at year-end
“I would like your opinion on the proper accounting principles con
cerning a manufacturer selling to the U.S. government. The problem
arises in connection with a fixed-price redeterminable-type defense
contract. Consider the following circumstances (using arbitrary
amounts):
“The client is a manufacturer selling, under government contract,
1000 units at a fixed price of $10 per unit or $10,000 total. The contract
is redeterminable, upwards to a limit of actual cost not to exceed 15 per
cent of contract amount or downward to actual costs plus a reasonable
profit. The completion of the contract will not fall within one ac
counting period. The client has adopted a system of charging in
ventory for actual costs incurred and relieving inventory, for units
shipped, at standard costs. These standard costs are based on esti
mated actual production costs, burden and amortization of starting
load expenses (spread over total units required by the contract).
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“The following transactions took place prior to the close of client’s
fiscal year and are reflected in the accounts:

$200

Sales 20 units at $10
Cost of sales (at standard)
20 units at $7.50

150
$ 50

Gross profit
“We have determined the following pertinent data:
Actual costs for units produced and shipped — includ
ing all starting load costs
Additional revenue at December 31, due to redetermi
nation, if contract were canceled or costs remain at
the same level

$210

30

“Having expressed the problem in simple terms, please review the
following points, considering the amounts involved are material and
the client closes his books on December 31:
1. Should the client take into consideration additional costs and
revenues, as though the contract were terminated at the close of
the fiscal year?
Additional costs
$60
Additional revenues
30

Net charge to operation

$30

2. If the client should not consider the additional costs and revenues,
how should he show the additional costs of $60 now in inventory?
a. Should they be charged to operations in the current year?
b. If not charged to operations in the current year, should they
be allowed to remain in inventory, or should they be shown
in some other classification?
3. What would be your opinion of deferring revenue and costs, on
units shipped, until a subsequent accounting period when the
major portion of the contract will be complete?
4. Generally, what suggestions or discussions would you have con
cerning the above situation?”
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Our Opinion
Initially, we should raise two questions concerning your statement
of the facts. Our interpretation of the “upward redetermination”
formula of the contract is that it requires (assuming all incurred costs
are of a reimbursable type) that the contractor be paid the “lower
of actual costs or contract price plus 15 per cent thereof.” If this is
a correct interpretation, then the contractor would not be entitled to
additional revenue of $30 (15 per cent of $200) at December 31, since
actual costs ($210) are less than contract price plus 15 per cent
($230). Also, when you state that $210 represents “Actual costs for
units produced and shipped — including all starting load costs” (our
emphasis), it is not entirely clear whether you literally mean all start
ing load costs or only the portion thereof applicable to the units
shipped. Elsewhere, you do state, however, that starting load costs
are spread over total units required by the contract.
Regarding your first question, if a portion of the additional costs
of $60 is applicable to the remaining 980 units to be shipped, such
portion should be deferred. In any event, the portion of the $60 of
additional costs now in inventory which is applicable to the units
shipped, should be credited out of inventory and charged to cost of
sales to adjust standard to actual costs. Then, depending on which
interpretation of the “upward redetermination” formula proves to be
correct, a redetermination claim or receivable of either $10* or $30
should be recognized with a correlative credit of the same amount to
contract sales or revenues.
We believe the foregoing makes it unnecessary to answer your
second question.
Regarding your third question, in our opinion, it would be ac
ceptable to use the completed-contract method of recognizing contract
costs and revenue. For a discussion of several factors involved in
making a selection as between the percentage-of-completion and com
pleted-contract methods, see the article “Construction-Type Con
tracts” by the AICPA Research Department at pp. 53-6 of the De
cember, 1955 issue of The Journal of Accountancy.
* This assumes that entire $60 of “additional costs” in inventory is allocable to the
20 units shipped.
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Inquiry

593

Expansion in production accompanied by decline in experience
and efficiency level of work force — may excessive costs on com
mercial business be allocated to renegotiable government con
tracts?
“Is there any accounting support, analogy, or precedent for the
position argued in the case below:
“A contractor is a builder of airplanes, who before the Korean War,
was busily manufacturing passenger transport planes for commercial
airlines on long-term pre-existing fixed-price contracts. The company
was consistently making a profit each year on such business. As a
result of the Korean War, the government gave the contractor a tre
mendous number of orders for fighters and bombers to the point
where their total labor force tripled over a period of a year and a
half. This resulted in a very sharp drop in the experience level of the
work force, direct labor being the most important cost element in
manufacturing these airplanes. As a result, the efficiency level dropped
from the high rate existing prior to Korea to a very low rate.
“This, of course, resulted in higher unit costs for both military and
commercial planes. In the case of military planes, the contractor was
paid actual costs, and there is no problem of allocation for renegoti
ation purposes. But it also resulted in much higher unit costs on com
mercial planes for which the contractor could obtain no price increases
from commercial customers. The government would not reimburse the
contractor for such additional costs, since they were considered costs
on commercial or private business.
“As a result of the drop in the efficiency level of the work force,
the commercial business changed from regularly showing profits to
showing heavy losses, although the airplanes were exactly the same.
The increase in direct labor costs on the commercial business as a
result of this dilution in experience level of the work force has been
measured.
“The concern of the contractor is establishing that this cost should
be allocated to renegotiable business.
“The contractor states that, assuming the measurement techniques
are valid, they would have continued to earn the same profit on com
mercial business had the expansion not taken place, and that there
fore any cost increases in performing such business resulting from the
expansion should be charged wholly against the increased business.”
inquiry:
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Our Opinion
The writer has had about three years’ experience in analyzing and
reporting to the Price Adjustment Board on contractors’ renegotiation
submissions. However, no support, analogy, or precedent for the posi
tion argued in the case outlined in your letter has ever come to our
attention. Our personal opinion is that there is little likelihood a Price
Adjustment Board would allow estimated excess costs due to decline
in efficiency level of work force, and otherwise chargeable to commer
cial business, in accordance with generally accepted accounting cri
teria, as a charge against renegotiable business. We personally know
of a number of cases in which a Board allowed a greater percentage
of profit on renegotiable business for demonstrated cost efficiency, i.e.,
where a contractor had lower unit costs than the average unit cost of
other government contractors making the same product. Also, the
Board in effect has supported some marginal producers to the extent
of allowing them to recover whatever admissible costs they incurred
on government work plus a relatively small profit. However, the
policy has been generally against allowing any costs directly at
tributable to commercial business, to be allocated to renegotiable
business. We believe the Board’s position would be that the govern
ment would bear its share of the excess costs arising from decline in
efficiency level in order to get the needed production, but that they
have no warrant under the applicable procurement regulations and
cost principles to go any further.

RETAINED PERCENTAGES

Inquiry 594
Contractor’s accounting treatment of retained percentages
“We have a client whose principal business is road construction
with activities being confined principally to the movement of dirt.
They have, at times, taken the prime contract and sublet some of
the other work.
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“They have, over a period of years, kept their books on the com
pleted-contract method of accounting and have been examined fairly
recently by the Internal Revenue Service who made no suggested
change in this procedure.
“Their fiscal year ends on March 31, and it is entirely possible that
by the close of this fiscal year, a job which they have in the State of
............................. will be physically completed. Upon completion of
this work for the State Highway Department, the final checks will be
issued to the contractor and to the Surety Company jointly, with
the Surety Company’s name appearing first on the check. We under
stand that this procedure is regular in the State of.............................. By
making the final payments in this manner, the State concerned will
have a direct claim upon the Surety Company in the event of any
maintenance, call back or other problems relating to the job which
may occur within the guarantee period of the contract.
“We have had quite a number of discussions relating to this con
tract and were advised that possibly the Surety Company may re
quire that a fairly substantial part of the final estimate be withheld
(and would be unavailable to our client) until the expiration of the
guarantee period. In the event no claims or back charges are made
against the Surety Company by the State within the guarantee period,
these funds will be remitted to our client upon proper execution of
the necessary closing agreements.
“We understand that in addition to the guarantee period and
pending the final acceptance date, there is usually an additional
ninety-day period for the completion of the legal papers to finally
close the contract.
“Our letter is a request for advice as to whether or not the amount
that is retained by the Surety Company, if the above procedure is
followed, would be considered as earned income in the year in
which the contract is physically completed. We would also like to
know the recommended method for showing the amounts withheld
on the balance sheet — namely, would this be classed as a current
asset, or would this be shown as another asset with appropriate
balance-sheet notes?
“It is understood that the answers requested apply to generally
accepted accounting principles only. We are not requesting rulings
relating to the taxable status of the amounts to be retained by the
Surety Company.
“Our clients have not had similar action taken on any of their prior
contracts; however, there are extenuating circumstances relating to
this particular procedure which would make this a normal business
transaction.”
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Our Opinion
Newlove and Garner’s Advanced Accounting (D. C. Heath & Co.,
Boston, 1951, vol. 1) at pp. 502-03, discusses the question whether re
tained percentage amounts should be included in the determination
of the contractor’s revenues. We believe the conclusions reached there
in are equally applicable whether the retainages are withheld by
the surety company or by the owner for whom the work was
performed.1
Some contractors reflect contract retainages as a separate balancesheet item. However, we note the following item included as a cur
rent asset in the 1959 balance sheet of Merritt-Chapman & Scott Corp.,
viz.:

Receivables, less estimated doubtful accounts:
Trade (including retained percentage of $27,763,560 on con
tract billings in 1959 and $20,757,479 in 1958)
Other receivables, (etc.) . . .
Another exchange of correspondence relating to this matter directly
follows.* 1 2 3 4 * 1 2 3 4

1 See also the following publications:
1. The Contractor’s Financial Statement as a Basis for Bank Loans, by E. L. Tomp
pert (Citizens Fidelity Bank and Trust Co., Louisville, Ky., 1958). Note espe
cially pp. 56-7 dealing with “Accounts Receivable” and “Retained Percentages.”
See also Appendix A, p. 168, containing “Contractor’s Financial Statement and
Supporting Information,” a form required by the bank credit group, the Robert
Morris Associates. Note the detailed breakdown of retainages on “Exhibit A:
Balance Sheet” (see items 3, 4, and 5).
2. “Building Contractors,” by A. Kaplan, chapter 6 in Encyclopedia of Accounting
Systems, vol. 1, Williams and Doris, eds., (Prentice-Hall, Inc., Englewood Cliffs,
N.J., 1956). This makes reference to retainages at several places, but see esp.
p. 148.
3. Auditing in the Construction Industry (AICPA, 1959). See under “Accounts
Receivable” at pp. 15-16.
4. Generally Accepted Accounting Principles for Contractors (AICPA, 1959). See
discussion of “Completed-Contract Method” at p. 10.
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Inquiry 595
Concerning the recognition of construction-contract retainages
as income
“I seem to recall reading, perhaps in one of the bulletins published
by the Institute, of a method of reporting 15 per cent holdbacks in
financial statements not taken up in the records. This was by notation
on the balance sheet of the amounts not taken up as receivables in
that connection, and in the operating account the corresponding
amount not taken into income. This method I followed in preparing
the accounts of a construction company client.
“Along came our tax authorities before the job the company was
working on had even been finished, and arbitrarily took into income
in the years applicable the relative holdbacks, although these were
not collected until much later.
“It was particularly hard on the company. The job was its first
one and related to the clearing of hundreds of acres of woodlands for
plant sites and community buildings.
“Could you tell me whether the method I used is discussed in any
of the Institute’s bulletins, and whether such method comports with
generally accepted accounting principles?”

Our Opinion
None of the Institute’s official bulletins [including Accounting Re
search Bulletin No. 45, Long-term Construction-type Contracts
(AICPA 1955)] discuss the treatment of contract retainages in finan
cial statements.
Be that as it may, in our opinion, it would ordinarily be contrary
to generally accepted accounting principles to exclude or omit con
tract retainages from the balance sheet proper in a case where a con
tractor on the accrual basis has made partial or progress billings in
accordance with the terms of the contract. However, this is not to say
that the portion of contract billings representing retainage would or
necessarily should always be immediately recognized as revenue.
First, it is quite obvious that a contractor consistently reporting
on a cash basis would or should not recognize the amount of retain
age as income until actually or constructively received; also, that a
contractor consistently employing the completed-contract method of
inquiry:
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reporting revenues would or should not recognize the retainage as
income until substantial completion of the contract.
The percentage-of-completion method recognizes income as work
on a contract progresses. In accordance with such method, recog
nized income should be

... that percentage of estimated total income, either: (a) that in
curred costs to date bear to estimated total costs after giving ef
fect to estimates of costs to complete based upon most recent
information, or (b) that may be indicated by such other measure
of progress toward completion as may be appropriate having due
regard to work performed.” (See A.R.B. No. 45, p. 4, par. 4.)
Also, contract revenues may be accrued or recognized
... as they are billable, under the terms of the agreements, unless
such accrual is not reasonably related to the proportionate per
formance of the total work or services to be performed by the
contractor from inception to completion.” (our emphasis — see
A.R.B. No. 43, chapter 11, p. 93, par. 2.)

Thus, where a contractor consistently employs the percentage-ofcompletion method and computes income to be recognized in accord
ance with a formula or criterion which approximates actual stage of
completion or progress of the work, then in our opinion, the amount
of contract revenue earned is not subject to question. On the other
hand, where a contractor purports to employ the percentage-of-com
pletion method and computes income to be recognized in accordance
with a schedule of progress billings which is not correlated with actual
progress of the work, then the income as derived and represented as
“earned” is subject to question.
In the light of the foregoing, we believe the following conclusions
may be drawn: (a) where a proper criterion (i.e., one reflecting ac
tual progress of the work) is used in determining contract revenue
earned, and billings on such contract exceed the costs and recognized
revenue with respect to the contract, neither the excess of billings
over recognized contract revenues nor the portion of such excess
representing retainage may properly be regarded as “earned,” (b)
where an improper criterion (i.e., one not measuring or approximating
actual extent of performance) is used to derive contract revenue
earned, it is clear that one would first have to determine percentageof-completion and contract revenue earned in accordance with a
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proper formula, and then, if billings exceeded the contract revenue as
redetermined, neither the excess billings nor any portion thereof
representing retainage may properly be deemed “earned.”
To the extent that the cumulative amount of holdback or re
tainage on progress billings in a given case, realistically measures
the amount which will have to be expended in remedying construction
defects or unusual conditions encountered in performing the contract,
it goes without saying, such retainage would never be realized as
net income.1

INVESTMENTS IN JOINT VENTURES

Inquiry 596
Construction contractor — presentation of investment in joint
venture
“We have a question as to how to properly handle the following
situations for audit purposes:
“A Company, a construction contractor, is on a calendar-year basis
and employs the percentage-of-completion method of accounting for
1 For references dealing particularly with contract retainage and the nature of the
percentage-of-completion method, see:
1. Advanced Accounting, by Newlove and Gamer (D. C. Heath & Co., Boston,
1951) vol. 1, at pp. 502-03. Note the recommendation that a provision for defects
or maintenance be set up if retained percentages of contract billings recognized
as income have been retained to guarantee against defects or to assure maintenance
for a stipulated period of time.
2. Generally Accepted Accounting Principles for Contractors (AICPA, 1959) pp.
8-9.
3. The Contractor’s Financial Statement as a Basis for Bank Loans, by E. L. Tomp
pert (Citizens Fidelity Bank and Trust Co., Louisville, Ky., 1958) pp. 56-7.
4. “Building Contractors,” by A. Kaplan, chapter 6 in Encyclopedia of Accounting
Systems, Williams and Doris, eds., (Prentice-Hall, Inc., Englewood Cliffs, N.J.,
1956) vol. 1, at p. 148.
5. Auditing in the Construction Industry (AICPA, 1959) pp. 15-16.
6. Accounting Principles for Long-Term Construction Contracts, by W. A. Black
mon, Jr. (in The N.Y. CPA for November, 1960, pp. 760-3).
7. Contractors Financial Statement and Supporting Information (Robert Morris
Associates, Form No. C111-H).
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its long-term construction contracts. This corporation entered into a
joint venture agreement with four other contractors on a contract
which will cover approximately an eighteen-month to two-year period
beginning July 1, 1961.
“The joint venture is planning to record its transactions on its
books in one of the following ways:

a. The percentage-of-completion method with either a June 30
fiscal year or a calendar year, or
b. The cash-receipts-and-disbursements method with either a
June 30 fiscal year or a calendar year.
“The income of the joint venture will not likely be a material item
in relation to A Company’s other income in 1961 but will be a material
part of A Company’s income for its calendar year 1962. It is now
anticipated that the contract will be 80 to 90 per cent complete at
December 31, 1962. The total amount of the contract is approxi
mately $40,000,000 and A has a 60 per cent interest in the joint
venture.
“Also, A Company has approximately a $6,000,000 balance sheet
with a net worth of $3,000,000. Advances to the joint venture by A
will be about $250,000 at December 31, 1961, and will likely remain
level at that point through 1962.
“Our specific question is how the investment in the joint venture
should be reflected on the books of A Company at December 31, 1961.
It appears to us that there are several alternatives, some of which
are listed below:

“1. If a percentage-of-completion method and a calendar year is
adopted by the joint venture, A Company’s share of the profit or loss
should be picked up and reflected in the investment account and in
income.
“2. If a percentage-of-completion method and a June 30 fiscal year
is adopted by the joint venture, the profit or loss of the joint venture
at December 31 could be determined and entered on the books for
audit purposes; or, the investment could be carried on the books at the
actual advances made to the joint venture and a footnote could
explain the status of the joint venture at December 31.
“3. If the cash-receipts-and-disbursements method and a calendar
year is adopted by the joint venture, it would create an additional
problem. Should the profit on the cash receipts and disbursements
method be reflected in the investment account and income on the
audit report with a footnote explaining the situation, or should the
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profit be converted to the percentage-of-completion method for report
purposes with an appropriate footnote?
“4. If the cash-receipts-and-disbursements method and a June 30
fiscal year is adopted, the investment could be carried at the actual
advances to the joint venture with a footnote explaining that the
venture is using this method and that the total receipts and expendi
tures at December 31 are X dollars.
“We realize that there are really several questions involved as the
method of accounting and year of the joint venture have not been
established. We would greatly appreciate your comments and sug
gestions.”

Our Opinion
From the standpoint of financial presentation, we believe method
number “1” as outlined in your letter, would be most acceptable [or
for that matter, method number “2”, but only as far as the semicolon].
Although in our opinion, it is proper for Company A (which for all
other purposes is on a percentage-of-completion, i.e., essentially an
accrual, basis) to accrue its share of the joint venture “income” (or
loss) periodically by taking it up in its investment account, never
theless it seems to us that such accrual could actually result in some
distortion on Company A’s statements if (a) the contract in question
is “unbalanced” [billings or payments on the contract not closely cor
related with contract expenditures or actual progress of the work]
and (b) the joint venture does not use a percentage-of-completion,
i.e., essentially an accrual, basis of determining its income. Also, since
a cash-basis determination only coincidentally reflects “income” (as
it would, for example, in the case of a completely “balanced” con
tract), there might be some difficulty in properly phrasing the audi
tor’s report, say, in the year 1962 when the return from the contract
is expected to be a material part of Company A’s income.
Of course, one alternative not mentioned in your letter is use of
the completed-contract method by the joint venture and accrual by
Company A of its share of the income only upon substantial com
pletion of the contract. However, we personally feel the percentageof-completion method is to be preferred here, especially when it is
considered that Company A uses such method for purposes of deter
mining and recognizing income on its other contracts.
inquiry:

596

INVESTMENTS IN JOINT VENTURES

1725

Inquiry 597
Presentation of corporation’s investment in partnerships or joint
ventures
“We would very much appreciate receiving your considered opin
ion on an auditing problem that recently came up in connection with
our audit of a corporation in the business of building homes.
“Our corporation client is a partner in three different joint ven
tures for which separate partnership income tax returns are filed.
The interest or original percentage of capital contributed by our cor
porate client in these real estate joint ventures is 12/2%, 25%, and
65%, respectively; our client shares in the profits of the ventures by
these percentages also. The ventures invest in real estate which is
improved, subdivided and sold to the public.
“Our problem arises in connection with the liabilities of these ven
tures, if any, to be shown on the balance sheet of our corporate client
who is a partner in the ventures. For example, if one of the joint ven
tures (in which our client has a 65% interest) has a long-term lia
bility of $100,000 for real estate purchased calling for payments to
be made of $20,000 in each one of the next five years, what is our
responsibility as the auditor of our corporate client? Should this lia
bility or any part thereof be reported on our client’s balance sheet
directly or indirectly by footnote or, generally speaking, can the joint
venture or partnership liabilities (not to mention venture or partner
ship assets) of a member corporation be ignored on the balance sheet
of said corporation and simply carry its partnership investment at
cost or original capital contributed to the venture or partnership?
“We would appreciate receiving any opinion or references you might
have on this question.”

Our Opinion
The only reference in the accounting literature which has come to
our attention specifically, albeit briefly, discussing pertinent aspects
of the question you raise, is the item entitled “How to Present In
terest in Partnership in Balance Sheet of an Individual” which ap
peared in Carman G. Blough’s column at pp. 497-8 of the June, 1949
issue of The Journal of Accountancy.
We believe Mr. Blough’s suggestion of submitting a balance sheet
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of the partnership, where possible, and especially if a certified balance
sheet is available, is sound and constructive.
As for the carrying value of the investment, if the joint ventures’
statements are audited, we see no objection to your client’s adjusting
its investment through income currently to take up its distributive
shares in the net earnings (or losses) of the several ventures so as to
reflect the investments in joint ventures in terms of underlying net
equity. Unlike the case of a subsidiary where a dividend declaration
is necessary to effect a distribution, the distributive shares in the
joint ventures are presumably subject to withdrawal at the option of
the joint venturer. In any event, if the investment in joint ventures is
carried at cost or original capital contribution, we believe the client’s
distributive shares (or remaining portions thereof) subject to with
drawal should be disclosed in a footnote.
Regarding the question as to your reporting responsibility respecting
the client’s unlimited liability (limited to the net assets of the cor
porate client?) for unpaid debts of the ventures, you will note that
Mr. Blough’s conclusion on this matter in the last paragraph of the
Journal item is predicated on the assumption that the investment is
carried on a net equity basis with the added proviso that the debts
are properly taken into consideration in determining such net equity.

Inquiry 598
Financial presentation in statements of joint venturer, of latter’s
share of joint venture earnings to date
“We have recently received the Institute’s fine presentation of
Generally Accepted Accounting Principles for Contractors (AICPA,
1959). Since a large portion of our time is devoted to clients in the
construction industry, the booklet has been studied by us with great
interest.
“We have encountered a problem in basic accounting principles
on which we would appreciate your opinion. Our client, whom we
shall refer to as A, is in the heavy construction industry with their
business consisting principally of the construction of highways, dams
and airports. A’s records are maintained on the percentage-of-cominquiry:
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pletion method of accounting with their year ending on December
31. As is common in the industry, A often enters into joint ventures
with other contractors for the performance of certain contracts. One
such joint venture, in which A participates at 25 per cent, was organ
ized to perform a large government contract of two to three years’
duration. The joint venture adopted a calendar year and elected to
report its income for Federal income tax purposes on the completedcontract basis of accounting. The joint venture issues periodic financial
statements disclosing the net profit to date, together with each co
venturer’s share of the earnings. Since the joint venture is on the
completed-contract basis, A’s share of the net earnings will not be
reportable for tax purposes until the contract is substantially com
plete. However, the problem arises as to the proper presentation on
A’s financial statements as well as their accounting records of their
share of the joint venture earnings. The following alternatives have
been considered:

“1. Include in the income statement A’s share of the joint venture
earnings as disclosed by the joint venture’s financial statements at the
close of each accounting period with proper provision for estimated
income taxes thereon. Since this income is not taxable until a later
year, the estimated provision for income taxes would appear on the
balance sheet as a non-current liability. The earnings due from the
joint venture, less any payments received, would appear on the bal
ance sheet as either a current or non-current asset depending upon
expected time of payment. (This amount would agree with their
investment account as shown on the joint venture statements.)
“2. Since the joint venture is on the completed-contract basis,
show the distribution received from the joint venture as deferred in
come with proper disclosure of anticipated income taxes thereon.
Balance-sheet presentation could be as follows:
Non-Current Liabilities

Provision for Federal income taxes on distributions
from joint venture not taxable until subsequent
years
Deferred Income
Distributions from joint venture on completedcontract basis
Less provision for Federal income taxes above

$52.00

$100
52

48.00

Under this method no income would be reflected on the In
come Statement until the joint venture project is substantially
complete.
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“3. Show as deferred income not only the distributions received
from the joint venture, but also their share of undistributed earnings.
The receivable here would be the same amount and be given the
same balance-sheet presentation as in Method “1.”
“Since there appears to be a disagreement in the profession as to
the proper treatment of this problem, we would greatly appreciate
your considered thoughts on the matter.”

Our Opinion
Although it is not entirely clear to us from your letter, it appears
that the joint venture is on the completed-contract basis solely for
tax purposes and on the percentage-of-completion basis for regular
book purposes. If the periodic financial statements issued by the joint
venture disclosing the net profit to date, together with each co-ven
turer’s share of the earnings, are deemed reliable, then in our opinion,
your first alternative presentation should be used. This, of course,
would be consistent with the client’s percentage-of-completion method
of accounting for its earnings on other contracts.
Regarding “reliability” of the joint venture earnings periodically re
ported to Client A, see under “Recognition of Income or Loss” at
p. 53 of the article “Construction-Type Contracts” which appeared in
the December, 1955 issue of The Journal of Accountancy; note espe
cially the statement that “Billings . . . except by coincidence, are not
a suitable basis for profit allocation.” In the same article, see also the
discussion under the heading “Selection of Accounting Method” at
p. 56.
If the situation were one in which the inherent hazards involved
in performing the contract are such that it is not possible to make
estimates sufficiently reliable to meet the requirements for the use
of the percentage-of-completion method of recognizing profit on the
contract, then it seems to us Client A might well consider use of the
“cost-recovery method” rather than any of the alternatives suggested
in your letter. The cost-recovery method would require Client A’s
currently crediting all distributions received from the joint venture
to the account representing its investment in the venture, with recog
nition of profit only after Client A had completely recouped its
investment.
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Inquiry 599
Excess of “advances” or “progress billings” over related contract
costs — liability, or deferred income?
“We would appreciate it if you would give us some guidelines,
references or information in regard to classification of deferred in
come on the balance sheet. The problem centers around the following
example:
“We have a client in the highway construction business that main
tains his records on the completed-contract basis. Quite often the
payments received exceed the costs incurred. The contracts are all
unit price contracts and therefore, as long as payments received ex
ceed costs, a profitable result is indicated since we have found that
this firm does not practice unbalanced bidding. If the account shows
a debit balance, it generally indicates a loss situation although there
are exceptions to this. The Texas Highway Department’s Bulletin No.
2, Contractors Financial Resources, and the policy of the Department
considers the credit balance in the work in progress accounts as cur
rent liability. Generally this is true; however, we feel that for the
purpose for which the ‘Statement of Financial Resources’ is intended,
the deferred income should not be included as a liability. As a matter
of fact, we feel that if a debit balance is shown, this would more
logically indicate a liability since it indicates a loss.
“We do not want to request our client to change his method of
accounting to a percentage-of-completion basis merely to show a
clearer picture because the present method shows a more conservative
picture. However, if need be, we will request him to change.
“The Texas Highway Department has accepted our reasoning for
a number of years; however, they have informed us that after last
year, they will no longer adhere to this rule.
“We are somewhat in the position of having our hands tied, since
all of the accounting information which has been made available to
us, considers deferred income as a liability, and that is correct; how
ever, we feel that the same rule does not, or should not, apply when
computing working capital to show financial stability of a contractor.
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Our Opinion
Doubtless you have already seen the following references which
give little, if any, support to the position you favor:
1. Accounting Research Bulletin No. 45, Long-term Construc
tion-type Contracts (AICPA, 1955) par. 12.
2. “Construction-Type Contracts” (article by AICPA Research
Department in The Journal of Accountancy for December,
1955; see par. at the very bottom of p. 55 beginning, “It is
sometimes argued that an excess of billings over accumulated
costs....”).
3. Generally Accepted Accounting Principles for Contractors
(AICPA, 1959) see second complete paragraph on p. 20.

On the other hand, we believe the discussion in Montgomery’s
Auditing (Ronald Press Co., N.Y., 1957) at p. 192, third par., offers
support for your position as well as the discussion at p. 327 therein,
viz.:
Deferred Credits. — Unearned revenues, such as collections on
or billings for ticket sales, magazine or other periodical subscrip
tions in advance, advances on uncompleted contracts, and un
earned interest or rentals, are frequently described as deferred
credits or deferred income. Current liabilities should include the
portion of these deferred credits equal to the estimated cost of
realizing such revenues in the following period. The remaining
portion of unearned revenues, representing profit, may be ex
cluded from current liabilities and designated as deferred income.
The authors believe that the above treatment is sound, but
(Accounting Research) Bulletin No. 43 indicates a preference
for the inclusion of collections received in advance in current
liabilities. General practice, as reported in “Accounting Trends and
Techniques,” indicates that the position taken in Bulletin No. 43
may not have received general acceptance.

The following paragraph from the article “Accounting Problems of
Construction Contractors,” by John F. Lee (at p. 572 of the January,
1951 issue of the N.A.C.A. Bulletin) also supports your position:
Many contracting firms, instead of showing on the balance
sheet the inventory of work in progress and also the deferred in
come from estimates billed, prefer to net one total against the
other and show either (if a net asset) the costs incurred less the
billings to date or (if a liability) the excess of billings over costs
inquiry:
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incurred to date. It is prevalent practice to show net amount of
work in progress as a current asset and the excess of billings over
costs as deferred income.

Two other references supporting your position are:
a. “Accounting Problems in Obtaining Progress Payments on
Government Contracts,” by Frank S. Howell (in The Journal of
Accountancy for July, 1952; see discussion at p. 54 under head
ing “Progress Payments, Advance Payments Differ”).
b. “Balance-Sheet Presentation of ‘Progress Billings’ and ‘Con
tracts in Progress’” (item in Carman G. Blough’s column at
p. 347 of the March, 1953 issue of The Journal of Account
ancy). Note that Mr. Blough’s views were expressed prior to
the issuance of A.R.B. No. 45. Also, if our memory serves us
right, the State Highway Department to which Mr. Blough’s
correspondent refers, was that of Texas — so the Department
must have changed its policy.
Our personal opinion is that considerable weight should be given
to the position taken in Montgomery’s Auditing (as quoted above)
and to the very real distinction between "advances” and "progress pay
ments” as delineated by Messrs. Howell and Blough. If the excess of
progress billings over related contract costs involves “true” progress
billings, i.e., certificated amounts which the contractor is fully en
titled to bill under the contract for stages of work completed satis
factorily, then we fail to see how such excess can properly be regarded
as a liability. It might well be considered objectionable and incon
sistent with the premise underlying choice of the completed-contract
method, to reflect the excess of billings over related costs just above
the equity section of the balance sheet and label it as “Deferred
Profit on Contract.” However, if it were placed in the same balancesheet position and labeled as "Deferred Contract Revenues, net of
Related Costs,” we personally feel the item would be “fairly pre
sented.” The latter designation would be neutral, and would not be
assuming anything as to eventual profit or loss on the entire contract.
The foregoing assumes, of course, that the particular situation does
not involve "unbalanced billing.”
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Inquiry 600
Regarding the propriety of treating excess of contract billings
over costs as current liability
“This is a request for advice concerning the AICPA’s Accounting
Research Bulletin No. 45, Long-term Construction-type Contracts,
dated October, 1955.
“Our problem arises from interpretation of paragraph 12. This sec
tion states that, in relation to the completed-contract method of ac
counting, an excess of accumulated costs over billings should be
shown on the balance sheet as a current asset, and an excess of ac
cumulated billings over related costs should be shown among the
liabilities, in most cases as a current liability.
“In preparing financial statements in accordance with this bul
letin, we have met with the necessity of explaining our reasoning to
the loan departments of local banks, and the agent of a large surety
company. Among our clients we have a number of contractors using
the completed-contract method; therefore, these explanations have
taken a considerable amount of extra time. We have even furnished
one local bank with a copy of Bulletin 45, but this did not mitigate
the situation.
“The crux of the problem is the effect of the recommended balancesheet treatment upon the current ratio. If a construction company is
operating at a gross profit, accumulated billings will exceed related
costs. Showing this item as a current liability can have an extremely
depressing effect on the current ratio.
“The agent for a major bonding company has informed us that
most CPAs report in accordance with Bulletin 45; however, in pre
paring his own analysis of financial condition, he states that he takes
the item out of current liabilities and treats it as non-current deferred
income since it is the gross profit on uncompleted contracts.
“The bankers are disturbed by the effect of the recommended
treatment because it often results in negative net working capital.
Loan men have questioned us thoroughly before meeting their boards
for justification of a client’s credit line. A current ratio of less than
1 to 1 seems to require much explanation.
“In our opinion, an excess of accumulated billings over related costs
should not be shown as a current liability under ordinary circum
stances since it is, in effect, the gross profit on uncompleted contracts.
It does not meet the definition of a current liability since it is not an
obligation whose liquidation is reasonably expected to require the use
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of existing resources properly classifiable as current assets, or the
creation of other current liabilities. Once again referring to Bulletin 45,
paragraph 16 states, in part, that

... generally commitments to complete contracts in process are in
the ordinary course of a contractor’s business and are not required
to be disclosed in a statement of financial position. They partake of
the nature of a contractor’s business, and generally do not repre
sent a prospective drain on his cash resources since they will be
financed by current billings.
“In the event that accumulated costs are in excess of related billings,
Bulletin 45 calls for the inclusion of this amount as a current asset.
This would be reasonable if the excess resulted from costs not as yet
considered in payment requests (such as material purchased for
later use). Even so, an element of profit could be hidden within this
amount if billings exceeded costs not considering the unbilled costs.
Again, if the excess resulted from poor performance, or a poor con
tract, it would appear to be a dubious asset.
“As you can see, we are in a dilemma. We would appreciate any
help you can give us regarding the proper treatment of these items
on the balance sheet, and the accounting theory which prompted
the opinions in Bulletin 45. We would also appreciate information
as to the treatment given these items by other accountants, if this
is at all possible.”

Our Opinion
The rationale underlying the view expressed in paragraph 12 of
Accounting Research Bulletin No. 45, Long-term Construction-type
Contracts (AICPA, 1955) to the effect that “an excess of accumulated
billings over related costs should be shown among the liabilities, in
most cases as a current liability” appears to be based on the following
considerations:

1. “The philosophy of the completed-contract method is, however,
that it is not possible to determine in advance of completion whether
or not a profit has accrued on the contract. It is also true that the
excess of billings over costs is frequently well in excess of any pro
portionate part of the profit which might have been earned to date.
The more practical and conservative solution, therefore, seems to
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be to treat the item as a liability, in most cases as a current liability,
until the profit has been proved to be realized through substantial
completion of the contract.” (See the December, 1955 issue of The
Journal of Accountancy, bottom of p. 55, top of p. 56.)
2. As a result of the practice of “loading” cost estimates for the
early stages of a construction contract project, a portion of the progress
billings, especially at the early stages, may in effect represent ad
vance payments for contract costs yet to be incurred, i.e., payment by
the owner in advance of work performed [see “Accounting for Con
struction Contracts,” by E. B. Wilcox, at pp. 28-30 of Controversial
Areas in Accounting (papers presented at AICPA’s 67th Annual
Meeting, 1954)].
3. The cash and receivables (or part thereof) represented by an
excess of billings over accumulated costs are included in current
assets, but the portion of the excess representing prospective or un
earned profit (i.e., the portion of the excess other than advance or
“prepayment liabilities”) is not reduced by the tax which will have
to be paid when and if the unearned profit is realized (see Wilcox
article, p. 31).
4. The excess of billings over accumulated costs may contain un
ascertained liabilities to the contractor’s suppliers or subcontractors
(see Wilcox article, top of p. 37).
The contentions under “1” and “2” above are reiterated in sub
stantially the same form in the second paragraph on p. 20 of Generally
Accepted Accounting Principles for Contractors (AICPA, 1959). In
the fight of the foregoing, and depending on the facts of a particular
case, a portion, or even a substantial portion, of an excess of billings
over accumulated costs may represent “an obligation whose liquidation
is reasonably expected to require the use of existing resources properly
classified as current assets,” or to put it another way, realization of
the excess may require further expenditures or the rendering of fur
ther services in the ensuing period.
As far as we have been able to determine, the principal basis for
justifying presentation of progress payments or the excess thereof
over accumulated contract costs as deferred income in the balance
sheet, lies in the legal distinction between advance payments and
progress payments. Frank S. Howell draws the distinction at p. 54
of his article “Accounting Problems in Obtaining Progress Payments
on Government Contracts” (in The Journal of Accountancy for July,
inquiry:
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1952), and observes that “there is little reason to be . . . charitable
towards balance sheets which include progress payments on govern
ment contracts’ among the current liabilities, where they definitely do
not belong.”1
For further support for the balance-sheet presentation of excess
of progress billings over accumulated costs as deferred income, see
also the following:

1. “Balance-Sheet Presentation of ‘Progress Billings’ and ‘Con
tracts in Progress’ ” (in Carman G. Blough’s column at p. 347 of
the March, 1953 issue of The Journal of Accountancy).
2. “Accounting Problems of Construction Contractors,” by John
F. Lee (in N.A.C.A. Bulletin for January, 1951). Mr. Lee states
at p. 572: “It is prevalent practice to show net amount of
work in progress as a current asset and the excess of billings
over costs as deferred income.”
3. In Newlove and Gamer’s Advanced Accounting (D. C. Heath
& Co., Boston, 1951, vol. 1, p. 510) the balance sheet presented
in connection with the discussion of the completed-contract
method includes the following item:
“Deferred Credits:
Billings on Contracts in Progress
Less Contracts in Progress
Deferred Credits to Income

xxx
xxx

xxx”

Note that the above three references antedate the issuance of A.R.B.
No. 45 and also the AICPA’s pamphlet Generally Accepted Account
ing Principles for Contractors.
Incidentally, see the item “Advance Payments and Progress Pay
ments on Contracts” in Carman G. Blough’s column at pp. 222-3 of
the February, 1953 issue of The Journal of Accountancy, especially
number 6.
1 Perhaps the rebuttal should be voiced here that in recommending classification of the
excess of billings over costs as a liability, in most cases as a current liability, A.R.B.
No. 45 is not quarreling with the sound contention that a contractor who makes prog
ress billings in accordance with contract terms for stages of work certified as com
pleted, is legally and unconditionally entitled to the billed portion of the contract
price. Rather, the Bulletins recommendation is based on conservative recognition
that the contract is still substantially uncompleted (executory), that unforeseen contin
gencies and exigencies may develop in the course of completing the contract, and
that the underlying premise of the completed-contract method is that profit cannot
accurately be determined until substantial performance, and, therefore, should not in
effect be earmarked as “profit” in stages. Also, in this connection, the points regard
ing “unbalanced” contracts and the lag in subcontractors’ billing for work performed
can be effectively reiterated here.
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Inquiry 601
Excess of cash collected on uncompleted contracts over con
tract cost — should taxes applicable to excess be disclosed or
earmarked?
“With regard to long-term contracts using the completed-contract
method of accounting, the question of estimated Federal income tax
liability on deferred profit arises. In rendering an opinion on a balance
sheet, what is the accountant’s responsibility with regard to this lia
bility? The AICPA’s Accounting Research Bulletin No. 45 states how
to reflect the contracts on the balance sheet, but says nothing with
regard to the Federal income taxes which will be due on the de
ferred profit thereon.
EXAMPLE

Current Assets
Cash (includes amount collected on un
completed contracts
Current Liabilities
Accounts Payable
Accrued Federal Income Taxes — 1958
Cash Collected on Uncompleted Con
tracts
Cost of Uncompleted Contracts
Excess of Collections over Cost

$1,300,000
200,000
200,000

$6,300,000
4,000,000

2,300,000

“A quick look at the balance sheet shows a free cash of $900,000
($1,300,000 less the current liabilities of $400,000), when in reality
the estimated income tax on deferred profits would be over $1,100,000.
This would mean that the corporation is actually operating on the
government’s money. From a prospective creditor’s or stockholder’s
position, is this fact adequately disclosed where there is no mention
of estimated tax liability on the deferred profit of $2,300,000? What is
your opinion as to the accountant’s responsibility to reveal this fact,
and if it is to be revealed, would it be by a footnote to the balance
sheet or some other method?”
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Our Opinion
In discussing the requirement of Accounting Research Bulletin
No. 45, Long-term Construction-type Contracts (AICPA, 1955) that
“When the completed-contract method is used, ... an excess of ac
cumulated billings over related costs should be shown among the
liabilities, in most cases as a current liability,” the AICPA Research
Department article “Construction-Type Contracts” (in The Journal of
Accountancy for December, 1955, at pp. 53-6) states the following:
It is sometimes argued that an excess of billings over accumu
lated costs should not be treated as a liability since normally it
represents, at least in part, profit to the contractor and that it,
therefore, should be shown as a “deferred credit.” The phil
osophy of the completed-contract method is, however, that it is
not possible to determine in advance of completion whether or
not a profit has accrued on the contract. It is also true that the
excess of billings over costs is frequently well in excess of any
proportionate part of the profit which might have been earned to
date. The more practical and conservative solution, therefore,
seems to be to treat the item as a liability, in most cases as a cur
rent liability, until the profit has been proved to be realized
through substantial completion of the contract.

The example set forth in your letter follows the Bulletins recom
mendation and reflects the “Excess of Collections over Cost” as a cur
rent liability. Thus, a more deliberate look (rather than a “quick
look”) at the balance sheet shows no free cash at all; on the con
trary, an excess of current liabilities over current assets of $1,400,000
is shown. Once the conservative and, we believe, proper treatment
of reflecting the Excess of Collections over Cost as a current liability
is adopted, it seems to us it is only by some sort of “mental reservation”
that such excess may then be deemed “deferred profit” for balancesheet analytical purposes. In any event, if the presentation required
by the Bulletin is followed, the entire Excess of Collections over Cost
is reflected as a current liability rather than only a portion thereof
deemed to represent the estimated tax liability attributable to such
excess.
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Inquiry

602

Excess of construction contract billings over costs — current vs.
non-current balance-sheet classification
“We are a general contractor entering into numerous long- and
short-term construction type contracts and recording our income on
the percentage-of-completion method. On our balance sheet we re
cord as an asset ‘Unreimbursed costs on contracts in process,’ and as
a liability ‘Revenue from contracts, less applicable costs, not earned.’
“We have been reading a recent pamphlet of the American Insti
tute of CPAs, entitled Generally Accepted Accounting Principles for
Contractors which states
... current assets may include costs and recognized income not
yet billed, with respect to certain contracts; and liabilities, in
most cases current liabilities, may include billings in excess of costs
and recognized income with respect to other contracts.

“I would like an interpretation or some comment as to the mean
ing of the phrase ‘in most cases current liabilities.’ What conditions
are necessary to show such excess revenues as a non-current liability?
Are you aware of any companies who show such an item as non-cur
rent liability?”

Our Opinion
Regarding use of the phrase “in most cases current liabilities” at
p. 26 of the pamphlet Generally Accepted Accounting Principles for
Contractors (AICPA, 1959) we are not aware of any companies which
show an excess of contract billings over costs as non-current liability.
However, before the issuance of Accounting Research Bulletin No.
45, Long-term Construction-type Contracts (AICPA, 1955), the prac
tice of showing such excess as deferred income was quite prevalent,
and we believe the practice still prevails to some extent. In this con
nection, note the following excerpt from an article entitled “Account
ing Problems of Construction Contractors,” by John F. Lee (which
appeared atp. 572 of the January, 1951 issue of the N.A.C.A. Bulletin),
viz.:
Many contracting firms, instead of showing on the balance
sheet the inventory of work in progress and also the deferred
inquiry:
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income from estimates billed, prefer to net one total against the
other and show either (if a net asset) the costs incurred less
the billings to date or (if a liability) the excess of billings over
costs incurred to date. It is prevalent practice to show net amount
of work in progress as a current asset and the excess of billings
over costs as deferred income.
This is the presentation that the committee was trying to get away
from in A.R.B. No. 45. As to the committee’s reasons, see the second
paragraph at p. 20 of the pamphlet Generally Accepted Accounting
Principles for Contractors and the discussion under the subheading
“Balance-Sheet Presentation” (especially the last paragraph there
under) at p. 55 of the article “Construction-Type Contracts” (which
appeared in the December, 1955 issue of The Journal of Accountancy).
For some interpretative comment on the phrase “in most cases as a
current liability,” see the item entitled “An Interpretation of A.R.B.
No. 45 on Construction-Type Contracts” which appeared in Carman
G. Blough’s column at p. 63 of the February, 1956 issue of The
Journal of Accountancy.
See also the correspondence directly following this.

Inquiry 603
Rebuttal to a dissent — excess of construction contractor billings
over costs, and costs over billings
“For some time I have been dissatisfied with some of the Account
ing Research Bulletins, particularly No. 45, Long-term Constructiontype Contracts. At the time of issue of this Bulletin, I filed objections
with the committee chairman and discussed it with a member of the
committee. The Bulletin recommends showing the excess costs over
billings as a current asset. This situation arises in the initial stages of
a contract when costs have been incurred without any billing; the
amount is usually of no significance but only a fraction of 1 per cent
of net worth; and in the later stages of a contract when a loss has
actually occurred. Neither of these instances justifies inclusion of
the amount in current assets.
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“The committee recommends showing an excess of billings over
costs as a liability, although there is no creditor. I cannot see how
there can be a liability unless it is possible to name the creditor. It
has been my practice to carry the excess of billings over costs on
uncompleted contracts under a separate caption on the balance sheet
between the liabilities and capital. Shown in this manner there is
sufficient reserve within the item to cover the tax liability which
will accrue upon completion of the contract, with the remainder going
eventually to the income account.
“Bankers find this somewhat difficult to fit into their precise
analysis of a statement. It seems to me that the Institute’s committee
has departed from good principles in an attempt to satisfy the bank
credit departments’ desires.
“I have another objection in that the first opportunity for comment
given to the profession is in the submission of the final bulletin. Pro
posed bulletins are never presented in the Journal to afford prac
titioners a chance for comment, but the proposals are submitted to
banks, professors and corporate accountants.
“It seems to me that we are permitting this group to formulate
principles for the profession. I do not intend to be bound by such
practices.”

Our Opinion
1. Regarding your objection to the recommendation in Account
ing Research Bulletin No. 45, Long-term Construction-type Con
tracts (AICPA, 1955) that “an excess of accumulated costs over re
lated billings ... be shown in the balance sheet as a current asset”
when the completed-contract method is used, we have some diffi
culty in understanding why you would not include such excess amount
in current assets if you accept the basic definition of “current assets”
as set forth in par. 4, p. 20, of A.R.B. No. 43 (AICPA, 1953), viz.:

... the term current assets is used to designate cash and other
assets or resources commonly identified as those which are reason
ably expected to be realized in cash or sold or consumed during
the normal operating cycle of the business.

If the nub of your objection is that the committee should not have
made an exception to the general rule against offsetting assets and
liabilities in the balance sheet, then we should state that the offsetting
is quite tolerable in this situation to prevent a duplication of assets,
inquiry:
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i.e., the receivables arising from billings made on uncompleted con
tracts plus the gross accumulated costs on such contracts.
Moreover, such an excess would not necessarily arise only in the
initial or final stages of a contract — it may arise at any stage of a con
tract where the pattern of partial billings is not correlated with actual
stages of completion or synchronized with the rate at which costs
are incurred and recorded.
Also, the point might be made that a contractor’s accumulated
costs on an uncompleted contract are essentially in the nature of workin-process inventory, and inventory is excludable from the current
asset category only in certain unusual situations, e.g., where it is slow
moving because part of an unbalanced inventory or where the in
ventory is to be used exclusively to construct production facilities of
the accounting entity.
Furthermore, the Bulletin definitely would not support showing an
excess of costs over billings as a current asset if such excess (whether
in the earlier or later stages of a contract) represents a determinable
loss. The Bulletin requires that provision be made for foreseeable
contract losses, and under the aforementioned circumstances, a write
off of the excess to the extent that it represented irrecoverable costs,
would be required.
2. You also object to the committee’s view that “an excess of ac
cumulated billings over related costs should be shown among the
liabilities, in most cases as a current liability.” Relevant to this ob
jection, we cite the following excerpt from “Construction-type Con
tracts,” by the AICPA Research Department (a background article
on A.R.B. No. 45 which appeared at pp. 53-6 of the December, 1955
issue of The Journal of Accountancy), viz.:

It is sometimes argued that an excess of billings over accumu
lated costs should not be treated as a liability since normally
it represents, at least in part, profit to the contractor and that it,
therefore, should be shown as a “deferred credit.” The philosophy
of the completed-contract method is, however, that it is not pos
sible to determine in advance of completion whether or not a
profit has accrued on the contract. It is also true that the excess
of billings over costs is frequently well in excess of any propor
tionate part of the profit which might have been earned to date.
The more practical and conservative solution, therefore, seems to
be to treat the item as a liability, in most cases as a current lia
bility, until the profit has been proved to be realized through
substantial completion of the contract.
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In this connection, you state:
. there is no creditor. I cannot see
how there can be a liability unless it is possible to name the creditor.”
We believe the committee is looking upon the excess in question as a
buffer account which at any time prior to completion of the contract
must be sufficient to absorb any costs yet to be incurred on the con
tract before a profit may be said to appear. Of course, in the case of
most liabilities, a creditor can be named; but there are exceptions
where the person or persons to whom payment will be made cannot
as yet be designated, i.e., estimated liability for warranties or guaran
ties (estimated costs to be incurred in connection with guarantied
servicing or repair of products already sold).
To return to the excess in question, if such excess were to be shown
as deferred income, certainly the taxes applicable thereto should be
segregated and reflected as a tax liability. Also, if a principal con
tractor has billed the customer for certain work completed by sub
contractors and the latter have not as yet billed the principal con
tractor, then we believe such subcontractors can be named as credi
tors and the portion of “deferred income” (excess of billings over costs)
owed to them should be segregated and reflected as a liability to
subcontractors. Of course, if amounts billed, or drawn from, the cus
tomer represent advance payments, then the customer can be named
as creditor and the amount of advances should be segregated and re
flected as a liability. It is precisely because of considerations such as
the foregoing, and the difficulty in knowing just what portion of any
excess would be eroded by future costs of contract completion or
would be ultimately realized as profit, that the committee concluded
in favor of “the more practical and conservative solution” of showing
the excess in most cases as a current liability.
In this connection, it is relevant to note that Montgomery s Auditing
(Ronald Press Co., N.Y., 1957, at p. 327) takes the following com
promise position respecting “deferred credits,” viz.:

... Current liabilities should include the portion of these de
ferred credits equal to the estimated cost of realizing such reve
nues in the following period. The remaining portion of unearned
revenues, representing profit, may be excluded from current lia
bilities and designated as deferred income.

3. Regarding your contention “that the Institute s committee has
departed from good principles in an attempt to satisfy the bank
credit departments’ desires,” we suggest that you peruse a copy of
Contractor s Financial Statement and Supporting Information, a form
inquiry:
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known as Form No. C111-H recommended by the Robert Morris As
sociates, the bank credit men’s national organization, in reporting for
bank credit purposes. Note especially line 27 on the first page of
the Form, together with Exhibit C on the second page. Line 27
(which appears just above the equity accounts and just below total
liabilities) is where the excess in question (line 4, Exhibit C) would
appear in reporting to a bank. Thus, it is clear that the view of the
Institute’s committee as to balance-sheet placement of the excess, is
quite contrary to the presentation of the item recommended or re
quired by the bank credit men’s group.
4. Regarding your statement, viz.: “that the first opportunity for
comment given to the profession is in the submission of the final bul
letin. Proposed bulletins are never presented in the Journal to afford
practitioners a chance for comment, but the proposals are submitted
to banks, professors and corporate accountants” — while we will not
now list all the groups to whom draft bulletins were exposed, it is
pertinent to point out especially with respect to bulletins issued the
last 10 years, that anywhere from 800 to 1200 copies of draft bulletins
were circularized to committees and/or presidents and other officers of
State CPA Societies for the purpose of eliciting comments and criti
cisms of the drafts. The response from State Societies was always
creditable, and the summarized comments from all exposure groups
of late was running up to 70 or 75 pages. With the new Research
Division setup, exposure of pronouncements is even greater than it
has been in the past by virtue of the fact that Accounting Research
Studies are published well in advance of issuance of a statement of
principles on the subject by the Accounting Principles Board.
Incidentally, we might mention that Mr. E. B. Wilcox, who was
chairman of the subcommittee (of the Committee on Accounting
Procedure) which had the task of drafting the bulletin on contractor
accounting, addressed the annual meeting of the Institute on Oc
tober 20, 1954, on the subject “Conflicting Methods of Accounting
for Construction Contracts.” A.R.B. No. 45 was published in October,
1955.
We sincerely hope we have clarified somewhat the issues which
your letter has raised. However, quite apart from the pros and cons
of any published bulletins, in final analysis, it has always been true
that they stand on their merits and are predicated on their general
acceptance by the members themselves. However, one should not
lightly dismiss the considerable earnest thought and effort by many
members that has entered into the careful framing of the bulletins.
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Inquiry 604
Offsetting amounts due subcontractors against prime contractor’s
receivables
“For several years we have been engaged to prepare from the books
without audit, financial statements of a client engaged in the road
construction business. Annually, we have shown on the balance sheet
(1) trade accounts receivable, including retentions receivable and in
cluding a year-end adjustment for contracts in progress and not billed,
and (2) trade accounts payable, including retentions payable. A per
tinent detail in the question later to be set forth is the fact that our
client is generally a prime’ contractor and sublets parts of certain
contracts to others.
“Since most of our client’s contracts are for the state road commis
sion, he is never paid for a complete contract in full until each phase
of the contract has been inspected and approved by the state’s in
spectors; similarly, he is not required, according to contracts with
his subcontractors, to pay his subcontractors until he has collected
from the state on that particular phase of the work completed by the
subcontractor.
“At December 31, 1960, we presented the client with the usual
unaudited statements. However, his banker requested that the state
ments be redesigned so that accounts payable to subcontractors
(which were not due until collection on that phase of the contract had
been received from the state) would be deducted from accounts re
ceivable for that particular phase of the contract. In other words,
under the asset section of the balance sheet, the net amount would be
shown as a receivable.
“We agreed to present these unaudited statements in the manner
the banker had requested. However, in a covering statement which
became a part of our report, we indicated that certain liabilities had
been deducted from certain assets in the balance sheet. Full dis
closure was made on the balance sheet also. Of course, since the
statements were unaudited, no opinion was given. This second set of
statements was issued as ‘supplementary’ to the original statements
and not in lieu thereof.
“We have recently learned that for the year ending December 31,
1961, our client will be required (under certain rules set forth by the
inquiry:
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Virginia Roadbuilders Association for all contractors who submit
bids in excess of $50,000) to have an audit.
“In your opinion, will it be proper to present the audited statements
as requested by the banker?
“It was our contention during discussion with the banker that pres
entation in the manner requested by him was not acceptable since
(1) it was offsetting certain liabilities against certain assets on the
balance sheet when in fact the right of offset did not exist [see Bul
letin No. 43, page 25] and (2) it changed the ratio of total liabilities
to net worth.
“The banker contends that our client is a ‘middleman’ between the
state and his subcontractors and that to present the statements in the
manner we recommend is unrealistic.
“Since we wish to make every effort to present these statements as
the banker wishes, we would appreciate your comments on this spe
cific problem.”

Our Opinion
We agree with your contention that the situation described in your
letter is one where it appears that the legal right of setoff does not
exist, since it involves receivables due from one party and payables
due to a different party, even though the amount involved may be
identical and arise out of the same or a related transaction. Under the
circumstances, we believe the general rule against offsetting assets
and liabilities in the financial statements should be controlling.1
For whatever value it may have in convincing the client’s banker
that the treatment which he advocates does not comport with generally
accepted practice, we note that a form recommended by the Robert
Morris Associates entitled Contractors Financial Statement and Sup
porting Information, which we believe many banks and other credit
grantors require to be completed by contractors seeking loans or
mortgages, lists a liability designated as item 23 which is broken
down as between amounts due to subcontractors on uncompleted
contracts and amounts due subcontractors on completed contracts.

1 For one of the best discussions of the subject we have encountered, see under “Off
setting Assets and Liabilities” in “Chapter 2 — Balance Sheet,” by W. A. Paton, in
Contemporary Accounting (AICPA, 1945).
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Inquiry 605
Should completed-contract or percentage-of-completion method
be used in determining net worth of construction contractor, in
settling estate matter?
“We are presently engaged in the determination of the net worth
of a fairly large construction company. The net worth is to be deter
mined by the accountant in connection with settlement of an estate
matter. The relevant agreement states: ‘Said accountant shall be gov
erned by sound accounting principles and, wherever applicable, the
codifications and rules of the American Institute of Certified Public
Accountants shall govern.’
“The company has consistently followed the practice of recording
its income on a completed-contract basis.
“There is a substantial sum shown in the balance sheet in respect
to uncompleted contracts. The item is titled ‘Billings on Uncompleted
Contracts in Excess of Related Costs.’
“I am interested in getting references to any accounting literature
which might have relevance to the accounting principles involved in
a situation of this type. My basic object is to find out whether there
are any grounds at all for recognizing in the evaluation of the net
worth per share, the very substantial amounts of profit which are not
presently recognized in net worth due to the completed-contract
basis of accounting.
“Incidentally, my own thinking at the present time is that the use
of the percentage-of-completion basis of accounting is an income tax
device and that, while permitted for income tax purposes, is not con
trolling in the determination of net worth of the business on a basis
of accepted accounting principles — in other words, that the contracts
in process should not be studied individually and income taken up
on a percentage-of-completion basis.”

Our Opinion
For a comprehensive bibliography dealing with accounting for con
tractors, see “Construction Contractors — Their Sureties, Banks, Fi
nancial Statements and Accounting Methods” (Surety Assoc. of Amer
ica, 1964).
For other relevant references, see Accounting Terminology Buiinquiry:
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letins No. 3, Book Value (AICPA, 1956) and also Stans and Goedert’s
excellent article, “What Is Book Value?”, which appeared at pp. 38-46
of the January, 1955 issue of The Journal of Accountancy.
Regarding the statement in your letter to the effect that the per
centage-of-completion method is “an income tax device,” note that
Accounting Research Bulletin No. 45, Long-term Construction-type
Contracts (AICPA, 1955) clearly states that both the percentage-ofcompletion and completed-contract methods are generally accepted
methods. Actually, the percentage-of-completion method more nearly
approaches accrual-basis accounting, while the more conservative
completed-contract method is essentially a cost-recovery basis of ac
counting. [See definition of “cost-recovery basis” in Kohler's A Dic
tionary for Accountants (Prentice-Hall, Inc., Englewood Cliffs, N.J.,
1957, atp. 146).]
In our opinion, both the percentage-of-completion and completedcontract methods are primarily methods of recognizing costs and
revenues in the periodic determination of net income for the year.
If properly and consistently applied, they serve their purpose well.
The major premise underlying both methods is, of course, the concept
of the going concern. This is not to say that the balance-sheet results
achieved by employing either method, if rigidly adhered to at a
particular point in time, necessarily assure equity to all parties at in
terest. It seems to us the situation described in your letter is a spe
cial, ad hoc situation. Despite the fact that one method of accounting
for contracts may have been consistently followed in the past and
will continue to be followed in the future in determining the realized
income of a going concern, our feeling is that some modification of
the method may be necessary for the special purpose now at hand in
order to balance the equities. However, we do not feel that a depar
ture from the method followed in the past is sanctioned by any ac
counting principle as such. If anything, consistency would be the rule.
Any modification or adjustment of the balance sheet as it now stands,
we believe, must be the result of good faith negotiation between the
parties at interest. It is patent that rigid adherence to the method
followed in the past may be inequitable to a decedent who, when
living, may have made a considerable positive contribution in carrying
present uncompleted contracts to their present stage of completion.
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"Leasing” Transactions; and
Installment Sales and Purchases

FROM LESSOR’S STANDPOINT

Inquiry

606

Short summarization of our views respecting "leased” equipment
accounting1
Whether lessor or lessee is the accounting entity involved, and ir
respective of the employment of lease terminology in contracts or
agreements, there are only three basic ways to account for the socalled “lease” transactions:
1. As a “true” lease, with rentals to be recognized as they legally
accrue upon expiration of particular rental time periods within and
during the term of the lease.
2. As conditional sales (or purchases) in substance, with total
“rentals” so-called being recognized as sales income (by “lessor”) im
mediately, or reflected as a purchase money obligation, i.e., an install1 But cf. Accounting Principles Board Opinion No. 5, Reporting of Leases in Financial
Statements (AICPA, 1964) published subsequent to the preparation of this material.
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ment account payable (by “lessee”) immediately, in accordance with
the accrual method of accounting for sales or purchases; or alter
natively, with total rentals less cost of “leased” equipment being re
flected as deferred unrealized gross profit on installment sales in ac
cordance with the installment method of accounting. n.b. In these
cases, any “add-on,” interest, finance, or “carrying” charges, or “timeprice differential” included in the total “rentals,” should be segregated
from the gross merchandising profit, should be deferred and amortized
over the contract period, and should be reflected in the balance sheet
as a deduction from the installment (“rentals”) receivable.
If no merchandising profit is involved in the so-called “leasing” of
the equipment (i.e., the property being transferred to the “lessee” at
manufacturer’s price) with the “lessor” merely acting as a middleman
between manufacturer and customer and earning only finance charges,
then no deferred gross profit on installment sales would be reflected,
but the unearned finance charges should be deferred, amortized over
the contract period, and reflected in the balance sheet as a deduction
from contract receivables.
3. As a lending transaction. This is typified by the “sale-and-leaseback” with option in the “lessee” to purchase. In these cases, money is
immediately advanced or loaned and secured by the transfer of “title”
to property. In substance, this transaction is barely distinguishable
from a borrowing secured by a mortgage. In these cases, the “lessee”
should reclassify the “sale” and reflect either a loan payable or purchase
obligation (the latter on theory that leaseback is “in substance a
purchase”). The “lessee” (or borrower) would continue to carry the
property on its books and depreciate same.

In cases where it is used (e.g., United States Leasing Corporation) it
is not entirely clear whether what has been called the “finance” or
“finance-company” method is intended to operate in “true lease” situ
ations or in situations where the “lessee” will in due course invariably
“capture” or become the owner of the property either by exercise of
a purchase option or by other contract provision. If the latter situation
obtains, it appears that the transaction should be accounted for es
sentially as under “2” above, i.e., as conditional sale (by “lessor”) or
installment purchase (by “lessee”). However, in the “true lease” situ
ation, if the “finance” method is employed, it is apparently based on
the theory of a sale (or installment sale) of an estate or property
rights in equipment carved out of a larger estate or title — the “sale”
inquiry:
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of the right to full use and enjoyment of property for a term of years.
With this method, a residual valuation for a reversionary interest of
the lessor is carried forward in the latter’s balance sheet. A portion of
the fixed asset cost is allocated to the total lease rentals and the excess
of the latter over such allocated portion of fixed asset cost is deferred
and amortized in the same manner as when the installment method
is used. Total lease rentals, offset by the unamortized portion of the
time-price differential (payments made for the privilege of deferring
payments), should be reflected as installment (“rentals”) receivable.
A conditional sale and leasing for a term of years are analogous in
the sense that the transferor must wait for his payments over the full
contract term. However, it is not clear whether the respective obli
gations which arise are legally analogous in operative effect. But see
the Uniform Commercial Code.

Inquiry 607
Leased equipment accounting
“Our client, a corporation, is about to acquire another company,
Corporation B. Certain phases of Corporation B’s business activities
are unfamiliar to our firm. Accordingly, we would appreciate your
opinion as to the propriety of the accounting treatment and statement
presentation of those activities as set forth in the following para
graphs, with your advice as to other acceptable and possibly more
preferable methods.
“Corporation B leases television sets and various types of equip
ment for periods ranging from one week to five years. In addition to
the ordinary leasing arrangements, Corporation B leases equipment
on a lease-purchase basis. Agreements covering lease-purchase trans
actions may or may not provide for a payment at expiration of the
lease period for the property, the title to which passes to the lessee at
the expiration of the lease agreement. Service of the equipment is
included in the contract price. Corporation B also services equipment,
belonging to others, on a contract basis.
“The accounting treatment employed by Corporation B, with re
spect to straight rentals, is to record the total rental and/or service
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contracts as a receivable and to set up a contra credit to deferred
rental income and, with respect to television sets on long-term rental,
a credit of $15 per television set per lease-year to deferred service in
come. The leased equipment is recorded as a fixed asset and depreci
ated over the useful life of the various classes of equipment. The in
come account is credited ratably over the lease period with the rental
and service charges and charged with depreciation on rental equip
ment and servicing costs.
“Lease-purchase contracts are recorded as sales of leased equip
ment and are taken into income in the year in which such contracts
are entered into.
“To provide cash, Corporation B often assigns contracts receivable
to banks or other lending institutions on a discount basis with re
serve provisions.
“On the balance sheet of Corporation B, deferred rental and service
income balances as well as notes payable balances under receivable
assignment agreements, are netted against the receivables.”

Our Opinion
Regarding the leased equipment accounting, particularly the socalled straight rental contracts, in our opinion, it is contrary to gen
erally accepted accounting principles to reflect prospective rentals
receivable and correlative deferred rental income in the balance sheet
proper. We assume there has been no actual prepayment of the total
contract amounts reflected. This is not to say that it would be im
proper or undesirable to disclose by footnote the total amount in
volved in outstanding straight rental and/or service contracts. In our
opinion, rentals receivable and rental income should be recognized
when and as such rent accrues periodically.
On the other hand, we believe it proper to record the so-called
hire-purchase contracts as sales. On the basis of what you state about
these transactions in your letter, it appears that the hire-purchase
contracts are in substance conditional or installment sales.
We have no quarrel with netting the deferred rental and service in
come balances against the rental and service income receivables. How
ever, we believe it improper to net the notes payable balances under
receivable assignment agreements against the lease-purchase contract
receivables in the balance sheet. It appears that the bank is making
inquiry:
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a loan (evidenced by notes payable) secured by the assignment and
pledge of future rentals due under leases and future installments due
under conditional sale contracts. If this is a proper interpretation of the
transactions with the bank, then, in our opinion, the balance of notes
payable to bank should be reflected as a liability. There should be
footnote disclosure of the amount of installment receivables pledged
and future rentals assigned to secure bank loans.

Follow-Up Inquiry
“In addition to the previous information, we would appreciate re
ceiving copies of reports of leasing companies. In particular, we have
in mind the United States Leasing Corporation. We have portions of
that company’s latest report. However, we do not have the notes to
that report which are required for a thorough analysis.
“Our interpretation, based on the available information, is that
United States Leasing Corporation reports ‘hire-purchase’ contracts
as rental charges earned in the period in which the contract is con
summated. It appears also that the equipment cost is capitalized
rather than charged as cost of sales, but that it is reduced to residual
value by a depreciation-type charge to income. Also, it appears that
the portion of the contract which relates to the residual cost of the
equipment sold on a ‘hire-purchase’ basis is reflected as deferred in
come. For statement purposes, a major portion of the cost applicable
to rentals is deducted from the fixed asset account so that the net
fixed asset balance represents the depreciated cost of equipment which
is leased without options to purchase.
“Their reduction of rentals receivable for unearned rental charges
apparently then would include the deferred profit on the sale of the
residual as well as unearned rentals from ordinary lease contracts
which have been recorded as rents receivable.
“As there seem to be several ways to properly present the ‘hirepurchase’ transactions for report purposes, we would appreciate know
ing the details with regard to that method which preserves the leas
ing aspect of this type of operation.”
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Our Final Opinion
(Correspondent was furnished with a copy of the 1959 annual report
of United States Leasing Corporation).1
Your interpretation, based on the information available to you, is
that “United States Leasing Corporation reports ‘hire-purchase’ con
tracts as rental charges earned in the period in which the contract is
consummated.” On the contrary, it appears to us from the report that
U.S. Leasing Corporation is treating the lease transactions as con
ditional sales in substance and reporting income more or less in ac
cordance with the installment method. We construe the item “Rental
Charges and Residual Valuation Unearned” (which seems to us to be
an ambiguous description if not a misnomer) essentially as the equi
valent of “Unearned Gross Profit on Installment Sales.” (We gather
that the item as initially recorded represents the excess of gross
“rentals”2 provided for in the “lease” or contract over a substantial
portion of the cost applicable to the equipment “leased.”) However,
we do not readily see why the corporation is warranted in taking “into
income immediately a percentage of the rental charges to offset the
costs incurred in consummating the lease.” We believe such costs
might properly be deferred and amortized against “rentals,” or better,
against installment income when it is systematically recognized as
earned in accordance with the installment method, in the future. It
seems inconsistent to reflect “Deposits — Rentals collected in advance”
as a liability (which we believe is proper if the amounts were col
lected prior to actual transfer of the equipment to “lessee”), while
at the same time recognizing as income a portion of unearned income
on installment sales (otherwise designated as, or given the appella
tion, “lease rental charges”) which apparently, has not as yet been
received.
One further aspect of the financial presentation is unclear, and
neither the designation of the lease-contract or installment rentals re
ceivable nor the footnotes in the statements clarify the point. We
1 Subsequent to this exchange of correspondence, Accounting Research Study No. 4,
Reporting of Leases in Financial Statements, by John H. Myers (AICPA, 1962) was
published. See therein (Appendix C, pp. 132-3) the Consolidated Balance Sheets of
United States Leasing Corporation and Subsidiaries for the years ending December
31, 1959 and 1960. See also the discussion of the “finance” or “finance-company”
method therein at pp. 9, 32-3, and 64-5.
2 Probably exclusive of unearned interest or finance charges, although one cannot de
termine this one way or the other from the report,
inquiry:
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have reference to the fact that the sum of the rental equipment cost
applicable to installment rentals receivable and the unearned income
and unearned residuals on lease contracts, is substantially in excess of
the lease-contract or installment rentals receivable (see the 1959 and/
or 1960 balance sheets). Furthermore, there is no reference in the
statements to unearned finance charges as such, and one is at a loss
to know whether such charges are the unearned income, or are in
cluded as a substantial part of the unearned income, or are offset
against the rentals receivable without disclosure of the fact.

Inquiry 608
Balance-sheet presentation of “leasing” transactions — financecompany method
“Question: Is a CPA firm justified in signing the Accountant’s Cer
tificate in the following case? If not, what modifications are necessary?
“Background: A merger is accomplished by a Sales Financing Com
pany and a Leasing Company. The Sales Financing Company is on
an accrual basis; the Leasing Company is on a modified accrual basis,
the variation being that the Leasing Company takes into income ad
vance rental payments and deposits, and depreciates the cost of rental
equipment when each payment is received. Depreciation is calculated
on each payment received at the ratio of cost of rental equipment
to the total value of the lease.
“Policy: Management adopted the policy of stating the value of
its outstanding leases on the balance sheet and showing the equip
ment cost at its residual value.
“Example: 1. Equipment will be recorded at cost and immediately
the reserve for depreciation will be established for the cost of the
equipment less the residual value of the lease and recorded on the
financial statement at this residual value.
“2. The total value of the lease will be recorded. (Normally, leas
ing companies carry a duplication of assets on their books — the cost
of equipment and the lease contract receivable. Some companies elimi
nate one of the assets when preparing financial statements for presen
tation. )
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"3. A ‘Reserve for Unearned Income’ will be established at the
value of the lease less the cost of the equipment.
“4. The residual value of the equipment will have a complementary
contra account titled ‘Reserve for Residual Income.’
“As can be readily determined, the above concept is based par
tially on accounting for leasing companies and partially on accounting
for financing institutions. From what we can determine, no two
leasing companies in the United States maintain their accounts in the
same manner.
“In order to clarify the above transactions, journal entries are pre
sented to cover one transaction of cost of equipment of $1,000,000
leased for a 5-year period with a total rental income of $1,200,000.
“The residual value of the equipment and the contra entry of Re
serve for Residual Income is based on (a) the sale price to the
lessee at the end of the original lease; or (b) the lease renewal price
of 1 per cent per year for 10 additional years.
(1)
Rental Equipment
Contract Payable to Bank
To record purchase of rental equipment
and the liability to the bank for lease #1

$1,000,000

$1,000,000

(2)
Lease Contract Receivable
Reserve for Deprec.—Rental Equipment
Reserve for Unearned Rental Income
Reserve for Residual Income
To record the lease contract; to depreci
ate the equipment to its residual value;
and to record the unearned and residual
incomes on lease #1

$1,200,000

$900,000
200,000
100,000

The financial statement of the company would then appear as follows:
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Assets

Lease Contract Receivable
Rental Equipment
Less: Reserve for Depreciation

$1,200,000
$1,000,000
900,000

100,000

$1,300,000
Liabilities

Contract Payable to Rank
Reserve for Unearned Income
Reserve for Residual Income

$1,000,000
200,000
100,000
$1,300,000

“The method of presenting the values of the company appears to
be a full and complete disclosure of the factors involved. The company
has the asset of lease contracts and the asset of residual value after the
lease expires.
“Some question might arise over the elimination of the cost of rental
equipment and the Reserve for Depreciation of rental equipment.
Clarification on this position is desired.
“The complete balance sheet as projected, follows:
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“C” CORPORATION - NOTE (1)
OPENING CONSOLIDATED BALANCE SHEET
OCTOBER 1, 1956

ASSETS
Cash on Hand and in Banks
Interest Receivable
Accounts Receivable
Sales Finance Contracts Receivable
Lease Contracts Receivable
Rental Equipment—Cost—Note (2)
Less: Reduction to Residual Values
Residual Value, Leased Equipment—Note (2)
Fixed Assets—Net
Prepaid Interest and Expenses
Deposits on Rental Equipment Purchases—Note (3)
Other Assets
Service Deposits
Acquisition Costs—Note (4)
Organization Expense
TOTAL
LIABILITIES
Accounts Payable
Due Banks on Pledged Sales Finance Contracts
Due Banks on Assigned Lease Contracts
Accrued Expenses, including taxes and interest
Notes Payable
Special Deposits
Federal Income Taxes Payable, due 12-15-56 and
3-15-57
Deposits on Leases

RESERVES
Reserve for Finance and Lease Charges, Unearned
Reserve for Residual Income, Unearned—Note (2)
Retention from Dealers and Reserve for Losses
Reserve for Future Taxes
Total Liabilities and Reserves

$

$8,201,629.17
7,215,272.21

986,356.96
20,451.41
380,730.87
104,570.71
287,197.00
2,620.00
339,966.67
38,316.54
$10,287,516.79

$

87,154.75
598,976.82
5,618,814.35
29,338.16
119,539.28
18,648.51
61,635.28
382,929.34 $ 6,917,036.49

$1,120,311.89
986,356.96
149,077.59
98,711.34

CAPITAL AND SURPLUS
Preferred Stock, 6% Cumulative, par value $10.00 per
share; 50,000 shares authorized and outstanding
Common Stock, par value $1.00 per share; 2,000,000
shares authorized, 380,000 issued and outstanding
Surplus:
Paid-in
$
Earned
Resulting from Consolidation—Note (5)
Total Capital Funds

TOTAL
The accompanying Notes are an integral part of this Statement.
INQUIRY:
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261,304.75
2,013.74
844.38
958,666.90
6,904,476.86

2,354,457.78
$ 9,271,494.27

$

500,000.00
380,000.00

3,000.00
48,935.42
84,087.10

136,022.52
$ 1,016,022.52

$10,287,516.79
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‘‘NOTE 1: C Corporation is the result of a merger by A Corporation and B Corpora
tion. A Corporation maintained its records on an accrual basis. B Corpora
tion maintained its records on a basis agreed upon for Federal Income Tax
purposes in which advance rental payments and deposits are considered as
income in the year to which they are applicable. The new company has
adopted the policy of maintaining its records on an accrual basis according
to accounting methods of a financing institution, but continuing to file its
tax returns of the leasing division as previously agreed to with representa
tives of the Internal Revenue Service.
“NOTE 2: The cost of equipment leased has been reduced to its residual value. The
residual value of leased equipment is based on the established salvage value
at the end of the lease or the lessee’s option price at the termination of the
lease.
“NOTE 3: In addition to deposits with vendors as of October 1, 1956, the company
has commitments for the purchase and lease of rental equipment having a
cost of approximately $X.
“NOTE 4: Acquisition costs consist of the following items:

Issuance of 260,000 shares of Common Stock in exchange for 1,200 shares
of Common Stock of B Corporation
260,000 shares at par value
$260,000.00
1,200 shares B Corporation at par value
12,000.00 $248,000.00
Cost of 1,200 shares of B Corporation purchased
by A Corporation
103,966.67
Less par value of 1,200 shares
12,000.00
91,966.67
Total acquisition costs
$339,966.67

“NOTE 5: Surplus resulting from consolidation (such note, not detailed here, must be
made for informational purposes).”

Our Opinion
In our opinion, the Leasing Company’s basic accounting approach
may be deemed proper on the ground that the facts and circumstances
here suggest that the “leasing” transactions are, in substance, condi
tional sales of equipment.
Of course, the mere fact that a transaction is couched in lease
terminology (“lessor,” “lessee,” “rentals,” etc.) does not necessarily
mean that it is properly to be accounted for as a “true” lease. It is note
worthy that the Uniform Conditional Sales Act (adopted by most
states) contains a definition of “conditional sale (or purchase)” which
covers or includes within its scope, the type of transaction described in
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your letter. We are particularly mindful here of the purchase option
held by the “lessee.”1
In cases where the “lease” transaction is properly viewed as being
in substance a conditional sale, if the difference between the cost of
the equipment to the client and total value of the “lease” is considered
to comprise both a middlemans gross merchandising profit or com
mission as well as a “loading factor” (finance charge or “time-price
differential”), and if the installment rather than accrual method of
accounting for the transaction is employed, then upon consummation
of the “lease” or conditional sale, the basic entry would, in our opin
ion, be:
Dr. Installment Contracts Receivable
$1,200,000
Cr. Equipment
$900,000
Deferred Carrying Charges
50,000*
Deferred Gross Profit, Installment Sales
150,000*
Deferred Residual Income
100,000
* Figures assumed. Carrying charges should be reflected on balance
sheet as deduction from Installment Contracts Receivable in order
to reflect at present, or net realizable, value.

If the entire amount of the difference between cost of the equip
ment to the client and total value of the “lease” payments is deemed
to represent carrying or finance charges, then, in our opinion, such
difference should be reflected as an offset to Installment Contracts
Receivable in the balance sheet. These latter comments have particular
reference to the item appearing on the liability side of the submitted
balance sheet, namely, “Reserve for Finance and Lease Charges,
Unearned.”
It seems to us that in a case such as your client’s, the auditor should
give particular attention to the bases of arriving at the so-called resi
dual values. To the extent such residual values might be overstated,
there would be a duplication of asset values.
1 For an excellent analysis or classification of basic types of lease transactions, see pp.
6-15 of the Internal Revenue Bulletin for August 29, 1955. See also the discussion of
the “finance-company” method of accounting for leased equipment transactions in Ac
counting Research Study No. 4, Reporting of Leases in Financial Statements, by John
H. Myers (AICPA, 1962) esp. at pp. 9, 32-3, 64-5, and 132-3; and Accounting
Principles Board Opinion No. 5, Reporting of Leases in Financial Statements (AICPA,
1964). The Institute publications appeared subsequent to this exchange of corre
spondence.
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Incidentally, although you have not specifically raised a question
in your letter with respect to the balance-sheet item of so-called “ac
quisition costs,” the footnote explanation thereof is not clear to us or
to our associates who have read it. Naturally, we also have some reser
vations about the “Surplus Resulting from Consolidation.” On the
face of it, we would certainly hesitate to give an unqualified opinion
on a statement containing this item — at least without further explana
tion as to the nature of the item. Your letter does not indicate whether
this particular business combination has been viewed as a “pooling of
interests” or a “purchase” as those terms are employed in Accounting
Research Bulletin No. 48 (AICPA, 1957). Footnote 4 refers to the
“Cost of 1,200 shares of B Corporation purchased by A Corporation.”
However, no indication whatsoever is given as to just what such
“cost” represents or just how it is derived. Furthermore, although
1,200 shares of B Corporation are referred to as having been “pur
chased” by A Corporation, it appears that the 1,200 shares were ac
tually acquired by issuing 260,000 shares of A Corporation’s common
stock with the result that the old stockholding group in B, now has a
68 per cent interest in the outstanding common stock of the merged
enterprise. If then this is a “pooling,” query whether this “acquisition
cost” should be treated in accordance with the following requirement
in par. 11 of A.R.B. No. 48, viz.:
... if a single corporation survives in a pooling of interests, the
stated capital of such corporation may be... more... than the total
of the stated capitals of the constituent corporations. In (this)
... event, the excess may be deducted first from the total of any
other contributed capital (capital surplus), and next from the
total of any earned surplus, of the constituent corporations.

If this disposition of the “acquisition cost” is indicated as being re
quired, there is insufficient surplus available to absorb the entire
amount, and the unabsorbed balance should then be reclassified and
reflected as stock discount.
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Inquiry 609
Balance-sheet presentation, by lessor, of automobile lease agree
ments
“I need your advice regarding the balance-sheet presentation of
an Automobile Lease Agreement as outlined below:
1. The client is a Texas corporation with authorized capital of
$20,000.
2. With a few exceptions leases are secured from AAA-I rated com
panies for a period of 24 months.
3. A local bank finances 100 per cent of the cost of the vehicles, and
has as collateral an assignment of the lease and a lien on the
vehicle.
4. As lease rental payments are made, 80 per cent goes to retire the
principal of the bank note and 20 per cent goes to the client com
pany for operating expenses.
5. Upon the basis that (1) the leases are with AAA-I companies,
(2) the leases cannot be canceled, as set forth in item 10 of the
lease agreement1 and (3) a member of one of the local national’
accounting firms has advised the client it would be proper, the
client insists that:
6. We place on the balance sheet as a current asset the rentals to be
paid during the next twelve months with the balance of rentals
treated as an item of ‘Other Assets.’

1 Item 10 of the Terms and Conditions of the Automobile Lease Agreement may be
excerpted as follows, viz.:
“No cancellation or other termination of this agreement shall in any way relieve
Lessee of liability for the payment of any sum or sums due or to become due Lessor
under this agreement, .... Lessor shall have the right to terminate this lease without
notice to the Lessee if Lessee shall have filed a voluntary petition in bankruptcy, shall
have made an assignment for the benefit of creditors or shall have been voluntarily
or involuntarily adjudicated a bankrupt. ... If Lessor shall elect to terminate this
lease by reason of any of the events described in this paragraph, Lessee shall not be
relieved of any liability for its failure to make any of the payments required under
this agreement. . . . Time is of the essence of this agreement and in the event Lessee
shall be in default in any of the payments required of Lessee to be made under this
agreement, or in performance of any other covenant or condition required under this
agreement to be made or performed by Lessee, Lessor shall have the right to terminate
this agreement and repossess the motor vehicles. . . . Any such termination, with or
without such repossession, shall be without prejudice to such other remedies as Lessor
may have for the collection of any sum or sums due or to become due Lessor from
Lessee.”
inquiry:
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7. A corresponding credit account for the total of the two Assets to
be carried just above the capital section as an item of ‘Deferred
Income.'
“We have been willing to place a footnote on the balance sheet out
lining the above information, but the client will not agree.”

Our Opinion
Admittedly, it is difficult in certain respects to draw a sharp dis
tinction between installment notes and accounts receivable (which,
of course, are generally included as an asset in the balance sheet
proper), and rentals prospectively receivable under a chattel lease.
In both cases, specified amounts become due and payable at stated
intervals and will be received in the ordinary course of business. Also,
both are assignable, and have a present or discounted value, and are
generally secured by a hen or a right to retake the property under
certain circumstances.
Nevertheless, we note that item 162 of the Terms and Conditions
of the Lease Agreement clearly indicates that we are here dealing with
a “true” lease situation; and the conventional accounting treatment by
a lessor on the accrual basis is to recognize rents receivable and rentals
earned but uncollected only upon expiration of the rental periods to
which they apply. Rents received in advance are deferred and included
in revenue in the periods to which they apply. The accounting recog
nition of rents receivable only upon expiration of a particular rental
period within the longer term of the lease harmonizes with the law
generally governing causes of action for non-payment of rent. It is our
understanding a lessor generally may not sue to recover the full
amount of rentals which are to become due under a “true” lease; he
may sue for rentals only when and as they become due by expiration
of particular rental periods and remain unpaid. The question whether
the lessor has “mitigated” the damages by renting the equipment to
others also enters into the measurement of damages, if any.
2 Item 16 of the Agreement reads, in part, as follows: . .. “It is specifically understood
and agreed that said motor vehicle(s) belong to Lessor and at all times shall remain
the property of Lessor both during the term hereof and thereafter and that Lessee
shall have no right, title or interest therein as to the ownership thereof and that this
instrument is a lease and not a contract of sale.”
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Possibly, your client is giving too much weight to the cancellation
clause in the automobile lease agreement. Lester Denonn, a prominent
New York lawyer, discusses chattel lease financing arrangements in a
Practising Law Institute monograph, Secured Transactions (N.Y.,
1963). Regarding the default clause in such lease agreements, he states
in part, at p. 146:
... There is doubt as to the enforceability of a provision that the
lessee upon default will be obligated for all accrued rentals and
for the entire unpaid rental. (citations) The courts are reluctant
to enforce such a provision as a penalty.(citations) The lessor
will be relegated to proving his actual damages.
Assuming the client were to reflect rental payments which are to
become due under its leases as a receivable in its balance sheet proper,
then it seems to us the client would also have to reflect the assignment
of future rentals therein by deducting contra accounts from the re
ceivable and from the notes payable to bank. In our opinion, the
generally accepted accounting presentation for a situation such as that
described in your letter is to disclose the pertinent facts in footnotes
to the financial statements, viz., such facts as (1) the amounts of
annual rentals to be received under the chattel leases with some indi
cation of the periods for which they are receivable, (2) the assign
ment of 80 per cent of future rentals accompanied by chattel mort
gages given to the bank as security for notes payable thereto.

Inquiry 610
Short-term leases of equipment culminating in sales thereof; ac
counting for rental and sales income thereon
“We occasionally arrange a short-term lease wherein lessee decides
to purchase the equipment after usage of two or three months. Such
sales are at the same price as new equipment, but only a portion of
the rental is applied as down payment.
inquiry:

610

FROM LESSOR'S STANDPOINT

1765

“Inasmuch as the equipment is sold for the regular price, it does
not appear that any depreciation is chargeable against the rental in
come retained. Lessee pays all insurance, maintenance, etc.
“To illustrate we submit a hypothetical transaction:

Cost of rental unit
Depreciation only cost during rental period

$20,000
2,000

Book value at date of sales

$18,000

Selling price (same as price of new unit)
Down payment 60% of the rental payments

$30,000
4,800

Unpaid balance

$25,200

“Obviously greater sales and general administrative effort are in
volved, but other than this overhead expense no charges appear war
ranted against the rental income retained at the time lessee decides to
purchase the equipment.
“It will be appreciated if you will furnish suggested procedure for
recording rental income retained and your reaction as to what ele
ments of costs are properly allocable to such retained income.”

Our Opinion
Assuming in the case of these short-term lease transactions, that
depreciation is regularly accrued due to the high unit value of the
rented equipment and that purchase options are not exercised in some
instances, then it seems to us three alternative treatments are feasible,
viz. (using the figures of your hypothetical example):
la. During the rental period, accrue gross rental income of $8,000,
charge $2,000 depreciation thereagainst, and reflect net rental
income of $6,000;
b. At time of sale, recognize sales revenue of $25,200, and match
therewith an $18,000 net depreciated cost of rental unit sold.
2a. Reflect $1,200 as the net rentals earned during the entire rental
period (40 per cent of gross rentals of $8,000 or $3,200 less
$2,000 accrued depreciation);
b. Reclassify $4,800 of accrued gross rentals as sales revenue at time
of sale thereby recognizing total sales revenue of $30,000, and
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match therewith an $18,000 net depreciated cost of rental unit
sold.
3a. Reflect $3,200 as rental or interest income, or as an earned “timeprice” or “carrying” charge;
b. Reclassify $4,800 of accrued gross rentals as sales revenue at time
of sale thereby recognizing total sales revenue of $30,000, and
match therewith a $20,000 cost of rental unit sold after reversing
the entries for depreciation previously recorded on the item.

We are inclined to prefer the latter treatment (i.e., “3a” and “b”)
and presentation implied.
Personally, we feel the segregation of sales and general administra
tive expense specifically attributable to the short-term lease trans
actions and netting of such expense against the rental or “carryingcharge” income would be warranted only if these transactions become
numerous and frequent, i.e., a material factor in the company’s general
operations.

Inquiry 611
Erection, maintenance, and leasing of outdoor advertising signs
— effect of contract modifications on accounting treatment
“We would appreciate receiving some information relative to the
preferred accounting treatment of accounts receivable, sales, and the
costs of sign construction, installation, and maintenance under the
following circumstances:
“The company in question contracts with its customers to erect and
maintain outdoor advertising signs (usually roadside signs constructed
of wood or metal without illumination) for a period of 36 or 60
months. The terms specify a monthly charge for the period of the
contract, with the full amount due and payable in the event of a
delinquency of one month’s rent. The delinquency feature of the
contract is not enforced. The company retains title to the signs, and
removes the signs at completion of the contract periods. Removal is
INQUIRY:
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accomplished for reasons other than salvage value, which is almost
non-existent. The contracts are cancellable only by the company, and
contain automatic renewal provisions unless canceled by the cus
tomer at the expiration of the original contract.”

Our Opinion
In our opinion, the company in question should capitalize the con
struction and erection costs of each contract or lease and amortize
such costs over the original term thereof. Montgomery's Auditing
(Ronald Press Co., N.Y., 1957, at p. 278) indicates the rules to be
followed in amortizing leasehold improvements. We believe the prin
ciples or treatment outlined therein may also be applied in amortizing
construction and erection, and other initial costs, in your client’s case.
Maintenance costs should be recognized as incurred over the life of
the contract or lease.
We suspect that one of the questions here which bulks large in
your mind concerns the propriety of setting up as a receivable and as
deferred rental income, the total amount of prospective rentals pro
vided for in a contract or lease. In our opinion, this would not com
port with generally accepted accounting principles, except in a case
where the “lease” may be interpreted as an installment or conditional
sale in substance; and in that event, the leased asset would be elimi
nated from the accounts. Unless rentals are paid in advance, we be
lieve no deferred rental income should be set up; also, we believe the
conventional treatment for setting up rents receivable should apply
here, namely, rent should be set up as a receivable only when a period
has expired for which a particular rental installment is payable. This
is not to say that the total amount of prospective rentals under con
tracts or leases in force may not be disclosed in a footnote to the
financial statements.

Further Inquiry from Same Correspondent
“We would appreciate receiving the benefit of some current thinking
and experience relative to the handling of leases vs. sales in the in
come statement. The current trend is apparently one of recognizing
income in the year of sale by converting former lease arrangements to
outright sales, even though the latter may be over a period of years.
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The latest example we can cite is the case of AMF who, in January of
1962, announced they would begin offering their automatic pinspotters
for sale ‘to make money,’ as opposed to their former policy of leasing
them. Construction equipment distributors or manufacturers are
another example.
“In a previous letter to you some three years ago, we outlined some
facts concerning a company leasing signs to its customers. We are
now interested in determining the proper accounting treatment under
the same set of facts outlined in our previous letter, with one excep
tion. If the company were to change its contracts in one respect in
each of the following circumstances, would it have the right to report
as income in the current year the total amount of the lease or sales
price?
1. The contract is changed to read that the customer has the option
to purchase the signs for $1.00 at the expiration of the original
term of lease.
2. The contract is changed to read that it is a conditional sale with
title passing at the time final payment is received.
3. The same as “2” with the added provision that the company has
the option of repurchasing the sign for $1.00.
“It is assumed for purposes of these circumstances that, should the
full sales price be recognizable, other changes with respect to the
handling of receivable and matching of income and expenses would
follow the transaction.”

Our Opinion
Regarding your first paragraph, we believe we have encountered
in discussions with members, some evidence of the “trend” you men
tion. The particular cases coming to our attention, however, involved
installment dealers (reporting on the installment method for tax
purposes) discounting or assigning their receivables for the purpose
of developing an immediate tax-reportable profit against which they
could apply an available loss carryforward which otherwise would
expire without tax benefit.
Your present letter indicates interest in determining the proper
accounting treatment under the same set of facts outlined in your
previous letter, but with certain exceptions. Although we are not in
a position to give definitive answers to your specific questions since
inquiry:
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they relate, so it seems to us, to the legal effects of certain contract
modifications, perhaps we are allowed to state our “reactions” to the
proposed modifications. Thus, assuming in the first instance that we
are dealing with newly-negotiated transactions (i.e., not with modi
fication of contracts or leases previously negotiated), we believe it
would be most difficult for one to interpret or construe a contract in
cluding the provisions described under “1” and “2” as involving any
thing other than a sale, and, accordingly, we would account for such
transactions as sales. In such cases, then, couching the transactions in
bailment lease terminology would not appear to serve any useful
purpose, unless perchance in a given jurisdiction, it enabled the com
pany to avoid the legal requirements for filing or recording conditional
sales agreements. We understand this has been a motivation in some
cases in the past.
Regarding the effect of including the provisions contemplated
under “3” we are inclined to believe that if a competent legal opinion
were to be obtained, one should not be surprised to find a conclusion
reached that the expressed intention of the parties to treat the trans
action as a conditional sale renders the repurchase option for a nomi
nal amount inoperative, and surplusage. The transparency of the con
flicting provisions is patent.
It should be noted that where a transaction is effected on a “saleor-return” basis, an immediate sale results, but within a specified
period, the purchaser has an option to revest title in the seller. This
type of transaction is given legal recognition primarily, we believe,
because the business purpose of such transaction in certain circum
stances is generally recognized and accepted. We believe the question
as to the legal efficacy of an option of the seller to repurchase under
the circumstances cited, is moot if not dubious.
Now, assuming that your questions also have reference to current
modifications of contracts or leases previously negotiated: If the
basic characterization of the transactions is changed or sought to be
changed by these midstream modifications, then tax-wise the question
might arise and should be pondered whether retroactive adjustments
are required to be made to place such transactions on the same ac
counting basis as they would have been if the modified characteriza
tion had been adopted at the outset. However, from the standpoint
of generally accepted accounting principles, if a contract modification
clearly effects a conversion from a lease to a sale, we do not believe
there is any requirement for a thoroughgoing retroactive adjustment
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in the sense of a reaccounting for depreciation and rental income pre
viously recorded.
This having been stated, we suggest that if you have not already
done so, you may want to explore the feasibility of assigning future
rentals to a finance company for a discounted value.

Inquiry 612
Accounting for “lease-sale” (hire-purchase) of industrial signs,
and maintenance-service contracts
“We have a problem of statement presentation for one of our
clients.
“This client is in the business of installing industrial signs and fur
nishing a maintenance service. The client follows the procedure of
leasing the signs to its customers over a 36-month period on a leasepurchase basis. At the end of that time, the sign is considered as hav
ing been purchased by the lessee. The client charges off the cost of the
sign in the first month of the contract, and records the income each
month as billed over the 36-month period. During the term of the
36-month lease period, our client has to maintain the sign. Experience
has shown that there is an approximate cost of 10% of the lease amount
applicable to maintenance cost.
“In addition, the client offers maintenance contracts over a 36month period. These contracts are non-cancellable, except under con
ditions wherein the customers pay one-half of the remaining amounts
due under the contract in a lump-sum. In this instance, experience
has shown that a cost of approximately 25% of the maintenance con
tract is incurred in rendering the service.
“In the case of both types of transactions, is it proper to set forth
on the balance sheet, as a receivable, the amounts due under both
types of contracts and to deduct therefrom the estimated future cost
of the materials, and services, with the offsetting credit for the net
amount to be shown as a deferred income item? Since these are 36month contracts, would it be proper to include only 12 installments
under current assets, with the remaining 24 installments shown under
long-term assets?
inquiry:
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“If there is an alternative way of presenting this information on
the balance sheet, we shall appreciate your advising us.”

Our Opinion
In our opinion, the procedure of charging off the cost of a sign in
the first month of a contract while recognizing the income from such
contract each month as billed over the 36-month period, does not effect
a proper matching of cost with revenue. The “hire-purchase” con
tract (so-called by the British) is basically no different than the
“conditional” or “installment” sale; and accordingly, upon installation
of an industrial sign, we believe it entirely proper from the standpoint
of accrual-basis accounting to record a sale thereof and a receivable
for the full amount of the so-called “lease” rentals. Concurrently, the
cost of the sign should be charged off and a provision for the esti
mated liability for maintenance (10% of the “lease” amount) should
be charged to operations, such liability account being used to absorb
actual maintenance expenses over the 36-month period.
Since the client’s activity in furnishing and installing industrial
signs basically involves conditional sales, it would not be unaccept
able, alternatively, to set up the deferred gross profit on a sign upon
installation and recognize revenues in accordance with the installment
method. If such method were used, we believe maintenance expense
would properly be accrued as actually incurred during the 36-month
period. Or some would consider it acceptable to accrue 1/36 of the
estimated maintenance each month and to use the estimated liability
account to absorb actual maintenance charges during the 36-month
period. This would be a so-called “equalization reserve.”
As for the maintenance contracts, some accountants might consider
it proper to account for these by setting up a receivable for the entire
amount and splitting the correlative credit 25% to estimated liability
for maintenance service, 37½% to estimated liability for Federal income
tax (assuming 50% rate), and 37/2% to deferred income (net of taxes)
on maintenance service contracts. Because of the general presumption
against offsetting assets and liabilities in the balance sheet, the credit
accounts would be reflected on the liability side of the balance sheet,
the first two shown as current items, the latter shown just above the
equity section. With this approach, maintenance costs incurred in
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connection with service contracts would not be reflected in the income
statement — only net service contract income recognized as earned.
In our personal view, it is dubious whether this latter approach
passes muster from the standpoint of conforming with generally ac
cepted accounting principles, since the maintenance service contracts,
upon signing, are completely executory on both sides—maintenance
service is to be rendered, and payments therefor are to be made, in
the future. Moreover, it is questionable whether complete reliance
can be placed on the “non-cancellation” provision of the contract. It
seems to us the transaction in question is different from either a case
where the customer has performed by making full payment in advance,
or the case of an installment sale where the seller has completed his
part of the bargain by furnishing equipment or merchandise in ad
vance of payments. (n.b. But cf. Inquiry 620 in this book.)
In our opinion, it would be proper to account for the maintenanceservice contracts by accruing maintenance costs thereon in the manner
indicated at the end of the second paragraph of this reply while also
accruing 1/36 of the income from such contracts each month, and
at any balance-sheet date, indicating in a footnote the outstanding
balance collectible prospectively on maintenance-service contracts.
In deciding upon the accounting procedures to be followed both
for industrial sign hire-purchase contracts and maintenance-service
contracts, you may wish to choose the alternatives in a combination
that would result in reflecting either all actual maintenance charges
as incurred in the statement of operations, or level periodic charges
for maintenance-servicing costs in the statement of operations, or no
maintenance charges in the operating statement. For example, the
latter presentation would result if the installment method were used
for industrial sign contracts and the estimated liability for main
tenance thereon were set up by segregating a portion of the deferred
gross profit; and if the method for maintenance-service contracts indi
cated in the third paragraph of this opinion were to be employed.
Personally, we are inclined to favor a method whereby all maintenance
costs would be reflected in the P. and L. statement, and by the same
token, would disfavor a combination of treatments which would re
flect in the P. and L. statement, only a portion of total maintenance
costs incurred.
Finally, we should state that in our opinion, it would be proper to
reflect the entire balance of installment contract receivables as a cut-
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rent asset (if such receivables are set up in full). In this connection, it
should be noted that par. 4 (p. 20), chapter 3 of Accounting Research
and Terminology Bulletins (AICPA, 1961) states that
... the term current assets comprehends in general such resources
as ... (e) instalment or deferred accounts and notes receivable if
they conform generally to normal trade practices and terms within
the business; . . .

Inquiry 613-A
Middleman s financing installment purchase of machinery and
equipment by use of chattel lease — financial presentation
“In recent years the rental of machinery and equipment as opposed
to the purchase of these items seems to have assumed an important
place in the business economy. A substantial increase in the formation
and activity of equipment-rental companies appears to substantiate
this trend.
“In a recently-prepared balance sheet submitted to the Securities
and Exchange Commission by an industrial equipment-rental com
pany, in its registration statement there was included under the cap
tion ‘Current Assets’ an item ‘Equipment Receivables $11,000,000.’
“In an explanatory note the registrant explained that, upon order
of a prospective lessee, it purchases machinery or equipment from a
manufacturer at a price acceptable to the lessee. Lease arrangements
are written for from one to five years’ duration. The total or face
amount of each lease contract is composed of the cost of the leased
equipment plus an annual percentage ‘markup.’ The ‘markup’ is dic
tated by such factors as interest rates and company policy. Leases
are ‘net leases’ which obligate lessees to maintain, repair and properly
insure the leased equipment, to pay all related taxes and suitably
identify equipment as property of the lessor. Manufacturers’ warran
ties, service contracts, are made available to lessees.
“At the end of the lease period the lessee has the option to buy the
equipment for approximately 10 per cent of the original cost.
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“Under the method of accounting used for preparation of financial
statements, the registrant carries as an asset on its balance sheet the
aggregate remaining rents under the leases (including estimated
amounts to be received at the end of the lease), less a provision for
unearned income (representing in the case cited about 20 per cent of
the aggregate face of the leases), and less a provision for bad debts.
Its income statement reflects the excess of aggregate rentals and esti
mated amounts to be received at the end of the lease, over the cost of
the related equipment, spread over the lease periods.
“For income tax reporting purposes the lessor reports the rentals
earned as gross income and deducts depreciation on the cost basis
of the equipment. In the balance sheet affixed to the income tax re
turn the equipment is shown as ‘Depreciable Property.’
“We have been engaged by a newly-organized equipment-leasing
company. The client requested that we prepare financial statements
in accordance with the method described above in that there would
be reflected in the balance sheet under current assets an item repre
senting aggregate full-term rental on the leases negotiated subject to
estimated unearned income and reserve for bad debts, and to treat
in the income statement these aggregate future rentals pro rata over
the term of the leases.
“Is this presentation in accordance with generally accepted account
ing principles such as would permit us to render an auditor’s unquali
fied opinion on the over-all representations, subject of course, to ac
cepted auditing procedures and verifications?
“We have been unable to locate pertinent literature in this area
and would appreciate your views on this subject.”

Our Opinion
In our opinion, the financial presentation employed by the regis
trant as described in your letter is in conformity with generally ac
cepted accounting principles, and if employed in your client’s case,
would permit you to render an unqualified opinion on the over-all
statement representations. The foregoing conclusion assumes, of
course, that your client’s so-called “lease” arrangements are written
substantially on the same terms as those of the registrant, the option
to purchase being a sine qua non. The registrant, we believe, prop
erly, is viewing the transactions as involving in substance “hirepurchase” or conditional sale contracts and is accounting for same
inquiry:
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in accordance with the installment method. Apparently, the “markup”
here is viewed essentially as “unearned interest” or “unearned dis
count” (rather than as a distributor’s gross merchandising margin)
and viewed in this light, the deduction of the unearned income from
the contract receivable in the balance sheet is proper since this treat
ment reflects a net receivable approximating present discounted or
current realizable value. The presentation is quite similar to the treat
ment which a finance company would employ if the manufacturer
first sold the equipment to the user and then sold the chattel paper
(conditional sale contract) to the finance company in consideration
for the latter’s advancing the cash purchase price of the equipment.
See discussion of an essentially similar type of situation directly
following.

Inquiry 613-B
Middleman’s financing installment purchase of machinery and
equipment by use of chattel lease — financial presentation
“We would like to have advice on the following situation:

“A finance company client of ours, for whom we perform an audit
leading to an opinion, finances on a long-term basis the sale of heavy
equipment to the users of such equipment. At the request of the
client’s customers, in some instances the form used is that of a lease
of this equipment for a considerable time with an option to purchase
the equipment at the termination of the lease for a rather small
amount. In all instances this option has been exercised in the past
because the option price is set in such a way that the user of the
equipment would be financially hurt by not exercising the option.
“No doubt the user of the equipment was motivated by the desire of
attempting to deduct the payments as rental instead of capitalizing
as, no doubt, he would have to do under the present Internal Revenue
Service policy. In any event, our client wanted to cooperate with his
customers and has followed through on this treatment on his books.
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“On past balance sheets we have shown these ‘leases’ under fixed
assets and depreciated the equipment over the period of the lease. We
clearly labeled them as ‘equipment under long-term lease with users,’
and indicated that the depreciation term coincides with the lease
term. Recently the loan officer of a bank serving our client called us
and suggested we were unduly conservative and that we could show
these leases under current assets even though we might continue the
other method for income tax purposes. We were unable to find any
authority for such treatment and are wondering whether you are
aware of any practice as suggested by the bank officer, or whether
you have seen any discussion in any publications suggesting such
treatment.
“We found some discussion of this problem from the user’s point of
view in Practical Applications of Accounting Standards, by Carman
G. Blough (pp. 244 and 303) and also Accounting Research Bulletin
No. 43 (chapter 14). Are we presumptuous in applying the view ex
pressed in such discussions to the finance company and looking to the
substance, instead of the form?
“Contracts receivable were shown on the balance sheet of the
finance company always under the classification of ‘current assets,’
with a notation as to the portion of receivables due after one year
from the balance-sheet date. Would it be acceptable practice to show
the ‘equipment under long-term lease with users’ under current as
sets, with a notation as to the portion of the rental payments due
after one year from the balance-sheet date?”

Our Opinion
In our opinion, you should by all means look to the substance
rather than the form of the transaction. Based on the description in
your letter, and giving special weight to the fact that the purchase
options have always been exercised, this is patently a case of a “hirepurchase” contract (as the British characterize it), i.e., in substance,
a conditional sales contract albeit couched in bailment lease termi
nology. We believe your client would be clearly warranted in treating
these transactions as conditional sales, either accruing the sale in full
(i.e., in the amount which would otherwise represent the immediate
cash purchase price to the customer) at the time equipment is trans
ferred, or setting up deferred income (excess of prospective install
ment plus option payments over cost of equipment) to be recognized
inquiry:
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pro rata over the term of the installment contract. We note that you
characterize your client as a finance company, and thus it may be that
your client earns no separate “merchandising profit” as would a dealer
or distributor. In other words, the total “rentals” plus option price
may cover only the actual cost of the equipment to your client plus
the client’s financing charges, i.e., his charges to the customer for the
privilege of making deferred payments. If such is the case, then no
immediate profit would be recognized as upon the accrual of an
ordinary conditional sale. Rather, the entire excess of prospective
installment plus option payments over cost of the equipment should
be deferred as “unearned finance charges” and reflected as a deduc
tion from equipment receivables in the balance sheet. Such finance
charges would be recognized as income over the fife of the “lease”
or “hire-purchase” contract.1
If the foregoing treatment is followed, and if equipment is acquired
from a manufacturer only when the client receives a request or order
for equipment from a user, then there would be no equipment on the
books to include in current assets. However, if the foregoing treat
ment is followed, and if the client does carry some “unleased” or un
sold equipment on its books, then in accordance with what we believe
to be the substance of the client’s transactions, such “unleased” or
unsold equipment may properly be reflected within the current asset
section as inventory since it is held primarily for sale.

See also correspondence immediately preceding this.

1 See the discussion of the so-called “Finance Method” at pp. 9, 32-3, 64-5, and 132-3
of Accounting Research Study No. 4, Reporting of Leases in Financial Statements,
by John H. Myers (AICPA, 1962).
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Inquiry 614
“Lease” of machinery with purchase option, accompanied by as
signment of “lease” for value; treatment as conditional sale
of equipment, and sale of chattel paper with recourse
“Advice is requested relative to accounting treatment of the follow
ing type transaction on the balance sheet of a distributor of heavy
equipment.
“A six-year lease is entered into for an item of machinery, said lease
containing a purchase option. (Assume this is a bona fide lease.) The
distributor is the lessor. The lease also contains an assignment clause
as follows:

For value received and pursuant to the Blank, Inc., Retail Fi
nancing agreement heretofore entered into by the undersigned and
Blank, Inc., the undersigned sells, assigns, transfers and conveys
to Blank, Inc., its successors and assigns, all of his, its, or their
right, title, and interest in and to the foregoing lease with power
to take legal proceedings in the name of the undersigned or itself.
“The assignee has recourse to the distributor if the lessee should
default and also, if the purchase option is not exercised, the distributor
will ultimately reclaim possession of the equipment.
“The assignee then remits to distributor a sum of money not ex
ceeding the new retail price of the equipment but less than total
rentals due under the lease. Now, we have two transactions: (1) con
summation of the lease and (2) the assignment to a third party of the
lease. There is always the question that the lease is in effect a sale.
However, assume it to be a bona fide lease. The assignment or sale of
the lease itself presents some problems. Is it a sale transaction with a
contingent liability or, does the assignment represent collateral (the
lease) for a loan? In the instant case, it is the assignees’ position that
they have granted a loan taking the assignment of the lease as col
lateral. No note is signed by the distributor; however, debts can be
incurred without signing notes. Recorded title remains with the dis
tributor. The lessee can terminate the lease at any time and, should
this happen, the distributor would be required to refund to the
assignee the balance of the proceeds or loan.
“Based on the foregoing explanation of this transaction, which of
the following methods would seem most appropriate:
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1. Treat the assignment of the lease as also a sale of the equipment
and footnote the balance sheet for the contingent liability?
2. Treat the assignment of the lease as a pledge of collateral to secure
a loan and set up a liability on the balance sheet? This would also
entail periodic recognition of rental income and charges for de
preciation on the leased equipment.
3. Set up the lease on the books at present value with the credit to
deferred rental income? Then treat the assignment of the lease
similar to a discounted note?
4. Some other method?”

Our Opinion
Despite the fact that the document evidencing the transaction
described in your letter is couched in the terminology of a bailment
lease, we would be inclined to view the transaction as one involving
in substance a sale of equipment under a conditional sales contract,
and simultaneous sale or assignment with recourse of the chattel
paper.1 This conclusion would be reinforced if the facts show that the
so-called “lessees” customarily exercise the purchase option. In de
termining the essential nature of the “hire-purchase” aspect of the
transaction, it seems to us considerable weight should also be given to
the following definition of “conditional sale” as it appears in Section 1
of the Uniform Conditional Sales Act, viz.:
Definition of Terms — In this Act “conditional sale” means (1) any
contract for the sale of goods under which possession is delivered
to the buyer and the property in the goods is to vest in the buyer
at a subsequent time upon the payment of part or all of the price,
or upon the performance of any other condition or the happening
of any contingency; or (2) any contract for the bailment or leasing
of goods by which the bailee or lessee contracts to pay as com
pensation a sum substantially equivalent to the value of the goods,
and by which it is agreed that the bailee or lessee is bound to be1 See pp. 142-7 dealing with “Chattel Leases” in Secured Transactions, by Lester
Denonn (Practising Law Institute, N.Y., 1963); as well as pp. 6-7 and 9-15 of the
Internal Revenue Bulletin for August 29, 1955. In addition see par’s 6 and 7 of
chapter 14 of Accounting Research Bulletin No. 43 (AICPA, 1953) as well as the
second through fifth par’s on p. 187 of Montgomery’s Auditing (Ronald Press Co.,
N.Y., 1957).

614

: INQUIRY

1780

“LEASING" TRANSACTIONS

come, or has the option of becoming the owner of such goods
upon full compliance with the terms of the contract.2

Assuming the “lessor-lessee” aspect of the transaction is treated as
a conditional sale with the contract receivable and sale being recorded
at an amount equal to the sum of the “rental” payments, the problem
remains as to how to interpret, record, and present the financing aspect
of the transaction. Is the assignment of all right, title, and interest
to the “lease” to be deemed a sale of chattel paper with full recourse
to the client if the lessee-purchaser is in default for a stated period of
time or for a stated number of installments, or is the assignment to be
deemed a pledge of collateral to secure a loan? We are inclined to
favor the former interpretation.
Accordingly, when the assignee remits to the distributor an amount
not exceeding the current cash retail price of the equipment, we be
lieve the contract receivable which reflects the sum of the “rental”
payments to become due should be credited with such sum, cash
debited in the amount of the remittance, and (assuming no “holdback”
by the financing institution) the difference between the debit to cash
and credit to contracts receivable reflected as a sales adjustment. Thus,
the distributor would effectively reflect its net sales in terms of the
cash purchase price realized. The rule of informative disclosure would,
of course, require that reference be made in a footnote to the financial
statements of the distributor to the effect that, in the event of termina
tion of leases or default by lessee-purchasers in making timely periodic
payments for equipment, the company is contingently liable in the
maximum amount of X dollars representing the unpaid balance of
proceeds received from the financing institution in consideration of
the company’s assignment of chattel paper with recourse.
2 The following excerpt from Secured Transactions, at p. 133 (op. cit. footnote 1)
provides further insight into the essential nature of the transaction in question, viz.:
“Transactions also sometimes take the form of a lease, rather than a conditional con
tract of sale, with the rentals substantially equivalent, or actually equal, to what
would be installment payments of the sales price. There is usually a further provision
that the lessee gets title at the end of the lease term or upon exercising an option
may purchase the chattels at any time. Such an instrument is the so-called bailment
lease. Under the statutes in a number of states, such a contract is deemed to be, and
must in every respect be treated as a conditional contract of sale. (e.g., N.Y. Pers.
Prop. Law, sec. 61.) The lessor and lessee, for their own purposes, may wish to view
the instrument as a lease. When F (the ‘finance') finances the lessor, however, F
should treat the lease as a conditional contract of sale and be sure that it is duly
filed as such. We must also consider, where applicable, the fact that the Uniform
Commercial Code section 9-102(2) provides that Article 9 applies when a lease is
intended as security.”
INQUIRY:
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Inquiry 615
“Leasing” arrangements respecting heavy construction machinery
which are in substance, conditional sales
“The Accounting Research Bulletins which have been issued give us
good standards for handling leases from the viewpoint of the lessee.
We have a situation which poses some problems to the lessor. Our
client is engaged in selling heavy construction machinery, and because
of the high cost of this equipment and competition, many types of
lease arrangements are made. The terms of the lease may be as short
as one month or may extend as long as 30 months. Most of the leases
contain options to purchase the equipment with all or part of the
rental payments applying to the purchase price. There are other in
stances where the options to purchase are not set out in the contracts
but the payments still may be applied on the purchase price by mutual
agreement. I believe it would be a fair statement to make that most
leases in effect are a method of making a sale and there are rela
tively few pure rental arrangements.
“The present accounting procedure (which follows the recommenda
tion of the manufacturer) is to credit sales with the monthly rental
charges and to charge cost of sales with the usual cost percentage
of the sales price of the equipment. The equipment is carried as in
ventory and the inventory valuation of that particular equipment is
reduced by this ‘cost of sales’ figure. This method has the advantage
of matching costs and revenues as earned. The financial statements
carry a footnote relative to the value of the inventory which is on
lease to customers.
“Our client has raised a mild objection to this method of handling
since the volume of business actually contracted in a period is not
reflected in the financial statement. For example: if a lease has been
made for $5,000 per month for 30 months, the contract has been made
for a total consideration of $150,000. However, the records reflect only
$60,000 if the contract was in effect for a full year, and later years
will be credited with the balance even though the contract was not
made in those years.
“We are disposed to resist the recording of the total rentals due
under a contract as a receivable at the time the contract is made.
Many leases are cancellable; there have been some leases which were
considered to be firm but in practical application were canceled and
the equipment returned. Other contracts are made on the basis of the
amount of use of the particular machine, or on some other method of
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computing rentals, and in those cases the total income to be received
under the contract is a matter of speculation.
“It is our feeling that the current method of recording is satisfactory
and if management desires to have some information as to the total
volume of contracts made, this could be kept as a memorandum
record.
“We are wondering if you have in your files any information as to
the preferred or accepted method of handling such rental agreements,
and, if so, will appreciate hearing from you.”

Our Opinion
Based on the information supplied in your letter, viz.: “Most of
the leases contain options to purchase the equipment with all or part
of the rental payments applying to the purchase price . . . most leases
in effect are a method of making a sale and there are relatively few
pure rental arrangements” — it appears that most of the so-called
lease transactions are in substance conditional sales which, accord
ingly, require appropriate accounting treatment as such.
Generally speaking, the fact that a transaction is couched in lease
terminology (“lessor,” “lessee,” “rentals,” etc.) does not necessarily
mean that it is properly to be accounted for as a lease. It is note
worthy that the Uniform Conditional Sales Act (adopted by most
states) contains the following definition of “conditional sale” which
appears to cover or include within its purview, the type of transaction
described in your letter, viz.:
Section 1. Definition of Terms — In this Act “conditional sale”
means (1) any contract for the sale of goods under which posses
sion is delivered to the buyer and the property in the goods is to
vest in the buyer at a subsequent time upon the payment of part
or all of the price, or upon the performance of any other con
dition or the happening of any contingency; (2) any contract for
the bailment or leasing of goods by which the bailee or lessee
contracts to pay as compensation a sum substantially equivalent
to the value of the goods, and by which it is agreed that the bailee
or lessee is bound to become, or has the option of becoming the
owner of such goods upon full compliance with the terms of the
contract.

We are particularly mindful here of the purchase option held by
the “lessee.”
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According to the more time-tested views as to what constitutes
generally accepted accounting principles, there is little question re
garding the impropriety of setting up in the lessor’s balance sheet,
prospective rentals to be received under true long-term lease arrange
ments. However, since we believe most of the “leases” with which your
client is concerned, are, in substance, conditional sales, in our opinion,
it would be proper to record all contracts on a strict or complete ac
crual basis [except those referred to in your letter as being “made on
the basis of the amount of use of the particular machine (where the)
total income to be received under the contract is a matter of specu
lation”].
A possible alternative to use of the complete accrual basis would
be the installment basis of reporting income. In this connection, the
following passage from Montgomery s Auditing (Ronald Press Co.,
N.Y., 1957, p. 436) is pertinent:

Instalment sales should generally be accounted for on the same
basis as other sales. While the collection risk on instalment sales
is usually greater than that on other sales, this risk may be met by
appropriate allowances, and it does not justify reporting revenue
in a later period. Under the instalment method, which is rarely
used, sales and gross profit on sales are reported as collections
are made. The Treasury Department permits use of the instalment
method for tax purposes under certain circumstances, and its
use may substantially defer payment of income taxes, even though
the books are kept on the conventional accrual basis. The portion
of revenue representing charges for financing and servicing is
properly deferred and taken up as income over the period of col
lection and servicing, respectively.
As you have described it, the accounting method presently em
ployed seems to achieve substantially the same results from an in
come recognition standpoint as the installment method of accounting.
A question may be raised whether the method matches costs and
revenues as earned, as you state, or whether the method matches cor
responding segments of costs with revenues as realized. It also appears
that the method presently in use results in a more conservative work
ing capital position than results when the more customary procedure
of applying the installment method is followed, i.e., crediting out the
entire cost of the equipment and correlatively setting up the entire
contract sale price as a receivable. However, why be “conservative” in
this respect if the “leases” are properly to be construed as conditional
sales?
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Inquiry

616

Charter party (lease) of barges, accompanied by separate pur
chase option contract — treatment as “lease in substance a sale”
“We would appreciate it very much if you would consider the
transactions described herein and give us your opinion and answers
to the particular questions involved, which are stated at the end of
this letter.
“One of our clients is a manufacturer of marine equipment. The
problem here presented concerns two barges. These barges were
manufactured for a dredging company, pursuant to its specifications.
There are two contracts in connection with this transaction. One was
designated as a Charter Party under which the vessels were leased
by our client to its customer and the second contract was an option
to purchase.
“The terms of the Charter Party (lease) provided for a lease of the
barges for a term of 5 years, with rentals at specified rates per day
during the said term.
“The option to purchase was exercisable by the customer of our
client on the third anniversary of the Charter Party agreement. Both
the Charter Party and the option to purchase were made at the same
time and the rentals paid during the first 3-year period plus the
purchase price under the option represented approximately the price
at which the two barges would have been sold under ordinary cir
cumstances.
“We believe that additional information with respect to the rentals
under the lease and the amount of money receivable for vessels upon
exercise of the option would be helpful. These figures are set forth
below:

Total rentals under the lease for the full 5-year term

$570 X

Amount of rentals during the first 3 years (option exer
cisable on the third anniversary of the lease agreement)

$354 X

Amount receivable upon exercise of option

Total amount received and receivable upon exercise
of option

168 X
$522 X

“We find ample support for the consideration of a transaction of
this kind as an installment purchase by our client’s customer (see
paragraphs 6 and 7, pp. 126-7, of Accounting Research Bulletin No.
inquiry:
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43). However, we have been unable to locate any material which
would help us with respect to the company which makes the sale.
“In the first year (1959) during which the lease was in effect, our
client recorded the rentals received as income and carried the vessels
in its accounts as ‘fixed assets — rental equipment’ and recorded de
preciation in its income account. At this point we might say that this
was an isolated transaction for our client as all transactions thereto
fore had been absolute sales.
“As of January 1, 1960, the company changed its views with respect
to the transaction here under consideration, taking a position that it
was a deferred payment sale. Appropriate adjustments were made in
the accounts to reverse the depreciation recorded in 1959, which
amount was applied against the cost of the property. The gain on the
transaction was recorded which represented the excess of the balance
of rentals for three years and the amount payable upon exercise of
the option, reduced by the depreciated cost of the vessels. The de
preciation reserve as of January 1, 1960, was applied against the cost
of the property in 1960, when the change in the recording of the
transaction was made. In other words, what is generally termed the
adjusted basis for income tax purposes, was used in determining the
profit in the year 1960.
“The amounts payable under the lease from January 1, 1960, and
the option were recorded in the accounts as accounts receivable and
carried on the balance sheet as a current asset to the extent of the
amount collectible within one year, the balance being carried as a
non-current item.
“Our questions are presented below:
“1. Is the recording of the sale proper?
“2. Is there an inconsistency in our client’s accounting for this
transaction in 1960 when compared with the treatment of the trans
action in 1959?
“3. Is the designation of the amount set up as accounts receivable
proper?
“4. Are we correct in our thoughts that we would either have to
verify the account receivable by correspondence under the standard
auditing rules or note an exception such as is done upon failure to
obtain confirmation of accounts due on government contracts?

“In this case we feel that our client’s customer may not confirm
that the amount is owing at this time, because an option is not a
definite commitment. In considering this question, please bear in
mind that the titles to the vessels are retained by our client.
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“In discussing this problem with an officer of our client, he stated
that the examination of the contract and option should satisfy us
insofar as the confirmation of the account is concerned. We would
like to have your opinion as to the verification in this manner of an
item carried as an account receivable.”

Our Opinion
We believe that the discussion contained in par’s 6-7, at pp. 126-7,
of Accounting Research Bulletin No. 43 (AICPA, 1953), although
written with the lessee primarily in mind, nevertheless applies with
equal force to a lessor’s situation. With a view to situations such as
the one you describe, the last clause of par. 7 might well have read
as follows: “... where it is clearly evident that the transaction in
volved is in substance a sale, the ‘leased’ property should be excluded
from the assets of the lessor with suitable accounting for the cor
responding receivables and for the related credits in the income state
ments.”1
In our opinion, based on the facts submitted to us in your letter,
there is justification for recording this “lease” transaction as a sale in
the year 1959. The fact that at the end of the third anniversary, the
“lessee” will have built up an equity of about 68 per cent (of $522X)
in the vessels, and will have to pay $24X more annually in the last
two years if the option is not exercised, increases considerably the
probability that the option will be exercised in ordinary course. Ac
cordingly, we believe it would be proper to make appropriate adjust
ments in 1960 to recognize the transaction retroactively as a 1959 sale.
Since a portion of the gross profit on the sale (rentals received in
1959 less provision for depreciation) has already been reflected in the
1959 income statement and the net effect less applicable taxes carried
to surplus, the retroactive adjustment should set up the prospective
receivable in the manner described in your letter and reflect the re
mainder of the gross profit on the sale, i.e., the excess of the amount
prospectively receivable over the net depreciated cost of the vessels at
January 1, 1960, either as a special credit in the income statement,
or if sufficiently material, as a direct credit to surplus.
1 For an excellent classification of categories of so-called lease transactions as to their
substantive effect, and the tax implications that are involved, see pp. 6-15 of the
Internal Revenue Bulletin for August 29, 1955.
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Regarding your second question, we believe there is an incon
sistency in accounting treatment as between the years 1959 and 1960,
the nature and effect of which necessarily should be explained in your
report, but which nevertheless you can approve.
By way of answer to your third question, we believe the receivable
should be designated as an “Installment Contract Receivable.”
As for your fourth question, in our opinion, a satisfactory audit
procedure to be followed would be for the independent auditor to
communicate with the lessee to confirm the existence and the terms
of the two contracts in question and confirm the number and amount
of the “rental” payments already made, thereby accomplishing in
directly what he might not have been able to determine directly by
sending out the standard confirmation request.

Inquiry 617
“Public utility” vs. “working capital” approach to balance-sheet
presentation, where waterline carrier’s ship mortgages amortized
out of current contract receipts1
“I would appreciate your thinking on a question regarding balancesheet presentation for Contract Carriers, Inland and Coastal Water
ways.
“We are the independent accountants for a contract carrier waterfine corporation operating a fleet of tugs and barges in the inland
and coastal waterways of the Atlantic Coast and Gulf. The capital
structure of the corporation is approximately one million dollars paid
in. The fixed assets of the corporation, consisting of floating equip
ment (tugs and barges) have a cost basis of several million dollars,
a considerable portion of which is financed through ten-year declining
payment ship mortgages, and preferred ship mortgages. The corpora
tion is only a few years old, and is consistently showing a very satis1 Although this exchange might well have appeared in chapter 3, it is included in this
section because it involves a company which leases or “hires out” its carrying services
and facilities.
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factory taxable income after accelerated depreciation of fixed assets.
The business is expanding rather rapidly with the result that for ap
proximately two years it has constantly had at least one or two tugs
and barges under construction, and at the present time has two of
each under construction for delivery within the next few months.
Due to its nature as a contract carrier, it has only a few customers.
Most billings are rendered once a month, and are generally paid
within ten to fifteen days. Consequently, accounts receivable are
negligible; no great amount of cash is maintained in the bank as all
liabilities are paid currently, and any available excess cash is promptly
put to use as down payments for additional vessels. Inventories are
negligible, consisting only of saleable replacement parts for tugs in
fleet. Consequently, the current assets are negligible, consisting only
of two to three hundred thousand dollars.
“On the other hand, as the ship mortgages are declining payment
ten-year mortgages, the current portion of these is considerable and
consequently current liabilities are considerably in excess of current
assets at all times, but are paid regularly as due from current operating
receipts.
“This would be a more or less normal position for a growing cor
poration of this type, as its working assets, or working capital, are its
floating assets and maintenance facilities, whereas in the normal mer
cantile establishment working assets are the accounts receivable and
inventories.
“We note that this problem has been recognized in waterworks and
public utility accounting, as indicated by specimens appearing on
page 412 of the Manual of Water Works Accounting (prepared by the
Municipal Finance Officers Association and the American Water Works
Association); on page 16 of the 1957 Uniform System of Accounts for
Class A and B Water Utilities (issued by the National Association of
Railroad and Utilities Commissioners); and on page 170 of Public
Utility Accounting, by J. Foster and S. Rodey, Jr. (Prentice-Hall, Inc.,
1954). In these specimens, the fixed assets appear as the first item on
the assets side of the balance sheet, and capital stock appears as the
first item on the liabilities and capital side. Other assets and liabilities
appear in the normal order generally shown on mercantile balance
sheets, with surplus at the bottom of the liability and capital side.
This presentation seems to highlight the fact that the investment and
fixed assets is, in fact, the working capital of the utility, as opposed
to a current asset working capital picture in the normal mercantile
establishment.
“Our client has been faced with the fact that while national finan
cing organizations are practically begging for the privilege of underinquiry:
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writing their floating equipment acquisitions, banks are frequently
scared away without a detailed examination of the true financial pic
ture by the apparent top-heavy current ratio. It is our thinking that
the presentation of a balance sheet in the same order as is recom
mended in the referenced works for waterworks and public utility
accounting, could not be detrimental and would tend to call attention
to the true nature of the working capital of the organization. How
ever, before issuing a certified balance sheet with this presentation,
I would appreciate your comments and thinking on the matter.”

Our Opinion
Our general view on your question is that if you feel satisfied that
the “public utility” approach as set forth in the references mentioned
in your letter makes for a more satisfactory financial presentation, you
should proceed ahead on that basis. Most accountants as well as the
more well-informed bankers, we believe, would recognize that the
concept of “working (or circulating) capital” is primarily useful in
analyzing the financial statements of manufacturing or trading enter
prises, and would concede that the concept has only a limited useful
ness in the special circumstances of the type of business described in
your letter. Many trucking concerns face a situation similar to that
which you outline; their equipment obligations currently falling due
must be liquidated out of receipts from current billings for trucking
services. Also some companies in the equipment-leasing field have
attempted to resolve their balance-sheet situation by setting up pros
pective rentals under leases to offset current maturities of equipment
obligations. Although in the latter case, i.e., in “true” leasing situa
tions, we do not believe setting up the prospective rentals is acceptable
accounting (we think the prospective rentals should be indicated in a
footnote), nevertheless the situation is “understandable.”
Whether or not you decide to use the “public utility” order of pres
entation, we would be inclined to place our chief reliance on a wellwrought explanation accompanying the statements furnished to the
bank frankly calling attention to the fact that the “working assets” of
prime concern in the case of a water carrier service are its fixed assets,
not an inventory or stock-in-trade as in the case of manufacturing and
trading enterprises, and that funds to meet currently maturing obli
gations are generated in the normal course of operations by using its
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fixed equipment to furnish transportation and hauling services pur
suant to contract.
We are not aware precisely how the contract carrier in question
operates, i.e., how far in advance it obtains its hauling commitments,
the nature of its contracts, etc. However, if it is feasible to estimate
prospective revenues or receipts and to base the estimate substantially
on contracts in hand, then we would also set forth such estimate in
the footnote, since we believe that this is a special situation where
something more than a current ratio is needed as an index of the
client’s ability to meet its obligations. Bearing Article 2.04 of the
AICPA’s Code of Professional Ethics in mind, however, any such esti
mate should be appropriately described and qualified.

Inquiry 618
Rental fleet construction equipment — impropriety of classifying
as part of inventory
“I would appreciate your observations on the possible treatment of
rental equipment as inventory items rather than as fixed assets.
“A client corporation is engaged in the business of selling and rent
ing new and used construction equipment and selling parts and con
tractors’ supplies. At December 31, 1959, their inventory was com
prised of the following:
New Equipment................................................ $142,000
Used Equipment...........................................
66,000
Parts, Tools and Supplies............................. 169,000

Total

.......................................................... $377,000

“All of the above items were held primarily for sale to customers.
In addition, equipment with a book value of $95,000 (cost $255,000
less accumulated depreciation of $160,000) was held primarily to be
rented to customers by the day, week or month. After one to three
years in the rental fleet, the equipment is then sold to customers.
“Our client has advised us that competitors are showing equipment
in their rental fleets as current asset inventory on balance sheets used
inquiry:
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for credit purposes and has requested our opinion of the acceptability
of this practice. If shown as inventory, the cost would be adjusted
downward by a percentage of rents received to reflect the reduction
in value.”

Our Opinion
In our opinion it would be contrary to generally accepted accounting
principles to reflect rental fleet equipment, especially equipment cus
tomarily rented by the day, week or month, as inventory in the cur
rent assets section of the balance sheet. In deciding whether an item
should be included in inventory or in fixed assets, we believe the ques
tion must still be resolved by determining whether the item is held,
or is not held, primarily for sale to customers.

Inquiry 619
Automobile rental company regularly disposing of its vehicles
after one year of use — current vs. non-current classification of
complement of vehicles?
“I wish to submit to you, for your consideration and opinion, a
question relating to proper balance-sheet classification. The circum
stances are as follows:
“Client Company is in the business of automobile rentals under a
nationally franchised name. Of the total Company assets, more than
70 per cent is represented by automobiles, net of depreciation, held
for rental to customers. The allowance for depreciation of the auto
mobiles is based on cost less 67 per cent salvage value, and useful life
of one year in the hands of the Company.
“The Company regularly disposes of its vehicles annually, and has
done so since commencing operations in 1955. Because of the method
used in computing depreciation, the gain (or loss) on the sale of the
vehicles is not material, although the gross receipts from the sale
are.
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“Finally, the purchases of automobiles by the Company are financed
on a short-term basis.
“In view of the above facts, do you feel that the automobiles, net
of reserve for depreciation, are a part of working capital and may
properly be shown as current assets? Chapter 3A, paragraph 4, Ac
counting Research Bulletin No. 43, appears to say yes. However,
within the same Bulletin and chapter, paragraph 6 ‘... contemplates
the exclusion from that classification of such resources as ... (f) de
preciable assets; . . .’”

Our Opinion
Although the automobiles held for rental as described in your letter
are literally “expected to be realized in cash or sold or consumed”
during the forthcoming fiscal year due to the company’s policy of
regularly disposing of its vehicles annually, nevertheless, we believe it
is not within the intent of par. 4 of A.R.B. No. 43 that the assets in
question be given a current classification. The complement of auto
mobiles is not a stock-in-trade and is not held primarily for sale in the
ordinary course of business.
Any business which acquires equipment or premises on a credit or
installment basis and then either itself renders services with the facili
ties or leases same as its regular business activity (e.g., trucker and
other motor carrier, or owners of shopping centers), generally pays its
currently accruing obligations out of its current contract or rental
revenues, not by turning over a stock of goods, and since prospective
contract or rental revenues in “true” lease situations may not ordi
narily be set up as an asset, the current position appears distorted.
All of which leads us to conclude that credit men and other users
of the statements of such companies should not give the same weight
to the current ratio concept in analyzing these statements as they do
in the case of the statements of other types of companies operating on
a different basis. The terms “current ratio” and “working capital” just
do not have their usual significance in the case of companies rendering
a service with, or leasing, fixed assets.
In these cases, it seems to us, assets may well be listed in the balance
sheet in relative order of liquidity and liabilities in relative order of
currency (i.e., distinguishing those due within and beyond a year),
but without any subtotals reflecting total current assets and total curinquiry:
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rent liabilities as is usual in the case of manufacturing or trading enter
prises. We would be inclined to shift the primary focus of the reader
of the financial statements to the income statement, we believe prop
erly so, by including a factual statement as a footnote to the balance
sheet to the effect that the essential nature of the company’s oper
ations is such that current obligations ordinarily are and must be
liquidated out of revenues currently received from equipment rentals.

Inquiry 620
Financial presentation of television film exhibition contracts and
deferred film rental income

Our Reply to Telephoned Inquiry
The following is confirmatory of our telephone conversation re
garding certain accounting treatments employed by a company en
gaged in the business of acquiring film rights from movie producers
for the subsequent leasing of exhibition rights to television stations.
It is our understanding that, upon executing a contract of lease or
license, the full contract amount is set up on the books as receivable
and deferred income. Thereupon, the deferred income account is
debited and current income account credited with an amount ap
proximating 25 per cent of the contract price. This portion of the
contract price immediately recognized as income is deemed to “match”
or “cover” contract acquisition, promotion, and other related costs,
i.e., the various costs incurred in negotiating the lease and “placing”
the film for public TV showing. The percentage used is developed on
the basis of past experience and represents the ratio of average costs
incurred in promoting and acquiring film contracts to gross amount of
contracts written.
It is also our understanding that the company in question amortizes
the cost of acquiring the initial right from the movie producer in even
amounts over the life of the first contract of lease with a TV station.
As for the physical prints of films, we further understand that the
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cost thereof is separately amortized or depreciated over a two-year
period.
For illustrative purposes, relevant accounts extracted from the 1956
Comparative Consolidated Balance Sheet of National Telefilm As
sociates, Inc., and Subsidiaries, follow, together with related footnote
explanations:
EXCERPTS

Assets
Current Assets:
July 31, 1956
.......................................................................................... $ xxx
Accounts and notes receivable:
Television film exhibition contracts, including instalments
due after one year (Notes 2a, 5 and 6), less estimated
uncollectible amounts of $100,000 and $60,000, re
spectively .............................................................................. $ 5,749,171
.......................................................................................... $
xxx
Advances to producers (Note 3) .............................................. $ 251,322
Distribution and film rights and motion pictures purchased
and produced (Note 4):
Distribution and film rights and motion pictures pur
chased — at cost, less amortization (Notes 5 and 6).... $ 7,924,606
Less portion applicable to television film exhibition
contracts receivable, per contra..................................
2,025,000

Completed productions — at cost, less amortization....
Productions in progress — at cost....................................
..........................................................................................
TOTAL CURRENT ASSETS............................................................
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Liabilities

Current Liabilities:
July 31, 1956
Notes payable (Note 5):
The Chase Manhattan Bank................................................ $ 1,361,861
Walter E. Heller &Company..............................................
285,092
Film acquisition......................................................................
2,538,576
Others........................................................................................
220,855
Amounts payable for distribution and film rights and ac
quisition of motion pictures (Note 6)..................................
3,655,539
..............................................................................................
xxx
..............................................................................................
xxx
..............................................................................................
xxx
Deposits on televisioncontracts ................................................
187,500
..............................................................................................
xxx
Participation payable to producers and others and dis
tribution commissions (Note 2b)..........................................
1,046,271
$10,127,859
TOTAL CURRENT LIABILITIES
Deferred Film Rental Income (to be taken into income over
a period of eighteen months):
Gross (Note 2a) .......................................................................... $ 3,259,540
Less portion of cost of distribution and film rights and mo
tion pictures purchased applicable to television film ex
hibition contracts receivable, per contra..............................
2,025,000
1,234,540
NOTES TO FINANCIAL STATEMENTS

(1)
(2) TELEVISION FILM EXHIBITION CONTRACTS:

(a) It is the Company’s policy to record as of the date of a television
film exhibition contract the aggregate amount to be received under such
contract but to defer the income represented by the excess of such aggre
gate over (1) the portion of the contract price which will be paid to pro
ducers and others and (2) an amount (25% of the Company’s share of the
revenue) estimated to cover costs incurred. The deferred income is taken
into income ratably over the term of the exhibition contracts.
Of the television film exhibition contracts receivable at July 31, 1956,
$371,254 was due and receivable under the terms of such contracts; the
remainder, $5,477,917, includes approximately $1,600,000 which is due after
one year.
(b) Under the terms of agreements with producers and others, the
amounts payable thereunder are not due until the television station has
been billed and the amounts collected. Accordingly, a portion of the
amounts shown in the balance sheet as “participation payable to pro
ducers and others and distribution commissions” will not be payable within
one year.
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(3) ADVANCES TO PRODUCERS:
The balances of advances to producers, which arose through advance
payments made by the Company for the rights to distribute films, are re
coupable only out of the producer’s share in the future proceeds of the
films. Accordingly, a portion of such advances may not be recovered within
one year. In addition to these advances, the Company has also guaranteed
additional payments of $144,000 to producers as their minimum share of
future proceeds of film rentals. No loss is anticipated in connection with
these guarantees.

(4) DISTRIBUTION AND FILM RIGHTS AND MOTION PICTURES
PURCHASED AND PRODUCED:

Distribution and film rights and motion pictures purchased and produced
are stated at cost less amortization. Distribution and film rights and motion
pictures purchased, except for the Paramount short subjects, are amortized
over a three-year period commencing with the date of release (40% the
first year, 35% the second year and 25% the third year) or over the life of
the right, if shorter. The Paramount short subjects are included in the
balance sheet at a cost in excess of $3,000,000 and appropriate amortization
will be provided on the basis of studies not yet completed. Positive prints
are amortized over a period of two years. Completed productions are
amortized using the “cost recovery” method; under this method amortiza
tion for a picture is provided each year to the extent of income earned by
the picture.
Furthermore, it is the Company policy to maintain a close scrutiny of
contracts written and should it appear that the revenue of any particular
picture will fall short of recouping cost, additional amortization will be pro
vided to the extent deemed appropriate.

(5) NOTES PAYABLE:

The loans payable to The Chase Manhattan Bank and to Walter E.
Heller & Company are collateralized by certain television film exhibition
contracts and by the Company’s rights in certain distribution agreements.
Film acquisition loans payable are collateralized by the Company’s in
terest in motion pictures purchased or distribution rights and amounts to
be collected under television exhibition contracts applicable to such pic
tures and distribution rights.
(6) AMOUNTS PAYABLE FOR ACQUISITION OF DISTRIBUTION
AND FILM RIGHTS:

Amounts payable are collateralized by the motion pictures purchased or
the rights acquired by the Company under the contracts of acquisition and
amounts to be collected under television exhibition contracts applicable
thereto.
inquiry:
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Inquiry 621
Should liability status be given to prospective rental payments in
“true” lease situations?
“A banker has recently spoken to me regarding the treatment on the
balance sheet of leased property with respect to the lessee.
“This banker informed me that with the leasing of equipment or
buildings becoming more and more common, it is looked at with more
interest to the banker than ever before. As you well know, the lessee
cannot show the asset on his balance sheet, since this is not his prop
erty; neither would he show the liability. However, this banker friend
feels that some explanation or treatment of the liability incurred by
the lessee should become part of the balance sheet. For example, the
lessee may have a ten-year lease on a property for X dollars per year.
Under certain conditions, if the lessee left the business this obligation
would still continue. It is the banker’s opinion that somehow this lia
bility should be stated on the balance sheet.
“I have never been confronted with this problem before, but never
theless, this is a real problem, and I would like to seek your advice
regarding this matter. I have given this serious thought, and I have
come to the conclusion that the most practical way to handle this
would be to footnote the balance sheet for the existing liability for
the term of the lease. I would like to have your opinion regarding the
treatment of this item.”

Our Opinion
The question is increasingly being raised of late whether the ac
counting profession should accord liability status to total rentals
prospectively payable under a lease (or the discounted value thereof)
and, accordingly, reflect such rentals in the balance sheet proper. At
the outset, we should make it clear that our remarks here are directed
toward bona fide lease situations — not to transactions masquerading
as leases. In our opinion, a conclusion on the foregoing question should
depend on careful prior resolution of another basic question, viz.,
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whether the going-concern concept is sufficient justification or sup
port for according liability status to prospective rentals payable under
leases, i.e., the assumed probability that the total rentals called for
will be paid in due course, or whether greater weight should attach
to (what we believe to be) the fact that rentals ordinarily accrue as
a liability, in the sense that they become a legally enforceable claim
against the lessee, only as a function of the passage of the individual
time segments comprising the total term of the lease.
In elaboration of the latter, perhaps we should state that the con
ventional procedure heretofore employed whereby rents receivable
or payable are given accounting recognition only upon expiration of
particular rental periods within the longer term of the lease, harmon
izes with what we believe to be the law generally governing causes
of action for non-payment of rent. It is our understanding that, upon
a lessee’s default, a lessor generally may not sue to recover the full
amount of rentals which are to become due under a lease; that rather,
he may sue for rentals only when and as they become due upon ex
piration of particular rental periods, and remain unpaid. In certain
circumstances, we believe the lessor would also have to show that he
had made every effort to “mitigate damages,” e.g., by renting to
another or attempting to rent to others after abandonment of facili
ties or premises by the lessee. Apparently, too much weight should
not be given to the cancellation clauses of chattel lease agreements.
Lester Denonn, a prominent New York lawyer, discusses chattel lease
financing arrangements in a Practising Law Institute Monograph,
Secured Transactions (N.Y., 1963). Regarding the default clause in
such lease agreements, he states in part, at p. 146:

... There is doubt as to the enforceability of a provision that the
lessee upon default will be obligated for all accrued rentals and for
the entire unpaid rental. (citations) The courts are reluctant to
enforce such a provision as a penalty. (citations) The lessor will be
relegated to proving his actual damages.
On the basis of what has been stated above, it seems to us that
setting up prospective rentals payable as a Lability in the case of
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“true” leases, is tantamount to setting up a commitment rather than a
liability which has actually accrued.1
Incidentally, we believe Mr. Spacek’s unqualified generalizations at
p. 46 of the Journal article cited in the footnote, lose much of their
force when the question of liability status for prospective rental pay
ments is examined within the above-mentioned frame of reference,
and also when consideration is given to the fact that the example of
an indenture used at p. 47 to support his conclusion, involves a special
situation, the so-called “restricted lease” by which, after perusing the
indenture provisions, we understand “sale-and-leaseback” transactions.
In our opinion, such transactions may be distinguished from the
ordinary lease transaction and may more properly be compared with,
or even construed as, the “loan-secured-by-mortgage” type of trans
action.
Both the “loan-secured-by-mortgage” and the “sale-and-leaseback”
transactions have one important element in common which is not
characteristic of the ordinary lease transaction, viz., they both in
volve an immediate advancement of funds — in consideration for the
note and mortgage as security in the one case, and in consideration
for future “rentals” (or installment payments) and the transfer of
title to the property as security in the other case. Without belaboring
the matter further, our thought is that there is every justification for
making an exception in the case of “restricted leases” by according
liability status to prospective “rentals” payable under such lease. In

1 Concerning the problem raised in the letter, we believe chapter 14, "Disclosure of
Long-Term Leases in Financial Statements of Lessees” [at pp. 125-7 of Accounting
Research Bulletin No. 43 (AICPA, 1953)] should be helpful. [Accounting Principles
Board Opinion No. 5, Reporting of Leases in Financial Statements (AICPA, 1964),
published after this exchange, elaborates considerably on the original implications of
chapter 14 of A.R.B. No. 43.] Also, see the section “Long-Term Leases — Disclosure
by Lessee,” appearing in any of the several editions of the AICPA’s Accounting Trends
and Techniques survey.
Other significant discussions are:
1. “The Changing Concept of Liabilities,” by Maurice Moonitz (at pp. 41-6 of the
May, 1960 issue of The Journal of Accountancy).
2. “Can Accounting Principles Be Defined?”, by L. Spacek (at pp. 40-7 of the De
cember, 1958 issue of The Journal of Accountancy; see discussion of long-term
lease obligations and definition of “restricted lease” at pp. 46-7).
3. “Accounting for Leased Property by Capitalization,” by G. Shillinglaw (at pp.
31-44 of the June, 1958 issue of N.A.A. Bulletin, sec. one).
4. “Reporting of Leases in Financial Statements,” by J. H. Myers [Accounting Re
search Study No. 4 (AICPA, 1962), 143 pp.].
5. “Leases” [Sec. 3 at pp. 27-37 of Accounting and Reporting Problems of the Ac
counting Profession (Arthur Andersen & Co., 1962)].
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the event of default under such a lease, especially where the “lessee”
has an option to purchase the property or if title is otherwise bound
to be revested in the “lessee” (read “borrower” or “installment pur
chaser”), it seems much more likely that the courts would allow re
covery of the balance of rental payments to become due than in the
ordinary straight lease situation, on the grounds that the operative
effect of the transaction in question is either that of a loan or install
ment purchase of property, and remaining installments to become due
represent in essence the unpaid balance of a loan payable or of a
purchase price.

Inquiry 622
Lease-purchase agreements between industrial companies and
local area development corporations (under Federal govern
ment’s Area Redevelopment Administration loan program)
“The problem concerns one of our clients which is a community
development company and is incorporated as a private corporation.1
The corporation has entered into a lease-purchase agreement whereby
the corporation has purchased land and constructed a factory building
to be leased to another company. The terms of the agreement call for
annual rentals for a period of twenty years, with an option to purchase
the land and building on any anniversary date of the lease. The sales
price of the building is to be the same as the construction cost, and the
sale price of the land shows a slight gain. If the building is purchased
by the company, all lease payments designated as principal are to be
applied to the purchase price.

1 Another Institute member who wrote us characterized local corporations which have
come into existence as a result of the Federal government’s Area Redevelopment
Administration loan program to industry as “a corporation formed by local citizens
which will loan a new industry ten per cent of its capital requirement. The industry
will repay the local corporation under an installment arrangement including interest
at the rate of seven per cent. Six per cent will be distributed on a pro-rata basis to
the local member along with their share of the principal repayment, and one per cent
will be retained for administration expenses.”
INQUIRY:
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“Since the development corporation will not know if this entire
contract will be a rental contract or a sales contract until either the
option to purchase is exercised or the lease agreement runs its term,
there is some question as to the taxable income for the period. At the
present time, the agreement has been treated as both a sale and a
rental agreement for tax purposes under the following conditions. No
income has been reported for the principal payments under the lease
contract, but depreciation has been deducted as if the building had
not been sold. The reason for this is that the corporation does not
want to lose any depreciation through non-declaration if the purchase
option is not exercised. The effect of this has been that the corporation
shows an operating loss for tax purposes.
“I am concerned with the possible penalties and loss of the operating
loss deduction if at some date in the future the purchase option is
exercised and the taxable basis of the building will be lowered by
the depreciation taken, thereby causing a gain on the sale. The op
posite is also true if the purchase option is not exercised as it will
be necessary to recognize the principal payments received as taxable
income through that date.
“I would appreciate it very much if you would advise me if you
have had any other case such as this and what the handling for tax
purposes has been.”

Our Opinion
As a matter of Institute policy, we cannot undertake to do research
on tax questions. However, we believe the correspondence directly
following this, with an Institute member (who is treasurer of the
“lessee” corporation involved), will help not only to clarify the
fundamental nature of this type of transaction but also to indicate the
probable tax treatment. Note our correspondent’s statement, viz.: “the
Internal Revenue Service would likely, for tax purposes, insist on
the treatment I propose” — which suggests either that he has re
searched the question or otherwise obtained advice on this point.
We would also urge your careful consideration of the material in
the Internal Revenue Bulletin for August 29, 1955, which discusses
various types of chattel lease situations and the circumstances under
which these transactions are to be deemed “purchases” for tax pur
poses. Note particularly the case involving long-term “rental” of office
equipment discussed on pp. 6 and 7 — particularly the fact that the
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transaction in question was deemed to involve the transfer of equitable
title and construed as a “purchase” even though the “lessee” had no
express option to purchase. We see no good reason why the basic con
siderations or elements outlined in the Bulletin in analyzing these
personal property transactions should be given any different weight
where real property is involved — either for tax, or for general ac
counting, purposes.
One thing seems clear to us: the Development Corporation
should not continue the schizophrenic tax treatment thus far em
ployed. The operative effect or substance of the transaction is either
that of a lease or a sale of the property with provision for deferred
payments; and the correspondence directly following indicates un
equivocally what we personally believe to be a sound view of the
transaction.
Related Correspondence from Another CPA

Inquiry
“My problem is how properly to state the relationship between the
local Area Development Corporation and our industrial company,
created by a lease and agreement covering land and building.
“Under the terms of the agreement, our company agreed to pay
a monthly rental of $3,140 for the first 15 years of the 20-year term,
and $2,296 during the last 5 years. These rentals are calculated to
provide exactly for liquidation of obligations of the Development Cor
poration to our local bank, the Area Redevelopment Administration,
etc. Our company will pay all real estate taxes, utilities, maintenance,
etc., in addition to ‘rent.’
“In addition to the foregoing, the agreement provides that:

So long as the Lessee is not in default under the terms and con
ditions of this lease, the Lessee shall at any time from the date of
this lease have an option to purchase the demised premises and
improvements thereon for a sum which shall, as of the time of the
exercise of the option, represent the remaining unpaid portions
of all or any mortgage on the premises, plus the return of any
unpaid advancement, expenses or investments made in the premises
by the Lessor, it being the intent of the parties that the Lessee
shall either assume or liquidate existing mortgage balances and re
imburse the Lessor for any and all sums expended by Lessor in
connection with the purchase, development and construction of the
premises, without profit to Lessor other than interest on unpaid
balances of any and all advances and investments made by Lessor.
inquiry:
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"Under these circumstances, it is my inclination to

1. Set up the land and building at their full cost to the local Develop
ment Corporation and show our company’s liability as ‘Liability
to.............................Area Development Corporation under Agree
ment dated........................ , 1963’;
2. Apply the principal portion of each rental’ payment against that
liability and charge the rest to Interest Expense; and
3. Depreciate the building.

“While you may quarrel with this treatment, as our attorney has,
because our company will not be given title to the premises until it
‘buys’ (liquidates the liens against it), nevertheless, I still look upon
my proposed treatment as more realistic under the circumstances,
since (a) the Development Corporation’s position in the picture is
purely one of convenience in the light of existing legislative enact
ments (we are the real debtor), and (b) our company, in the ab
sence of a showing that the land and building costs are way out of
line, would be silly not to take up its option, even if that is delayed
until the end of the term. And incidentally — but this is not a con
trolling factor in my thinking — the Internal Revenue Service would
likely, for tax purposes, insist on the treatment I propose.
“It will be very much appreciated if you let me have your com
ments — pro and/or con — on the proposed treatment.”

Our Opinion
We concur in your proposed treatment of the transaction as out
lined in your letter. In our opinion, the lease and agreement covering
the land and building should be interpreted or construed as “in sub
stance, an installment purchase” of the realty in accordance with
par’s 6 and 7, chapter 14, pp. 126-7, of Accounting Research and
Terminology Bulletins (AICPA, 1961), viz.:
6. A lease arrangement is sometimes, in substance, no more than
an instalment purchase of the property. This may well be the case
when the lease is made subject to purchase of the property for a
nominal sum or for an amount obviously much less than the pros
pective fair value of the property; or when the agreement stipulates
that the rental payments may be applied in part as instalments on
the purchase price; or when the rentals obviously are so out of
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line with rentals for similar properties as to negative the repre
sentation that the rental payments are for current use of the
property and to create the presumption that portions of such
rentals are partial payments under a purchase plan.
7. Since the lessee in such cases does not have legal title to the
property and does not necessarily assume any direct mortgage
obligation, it has been argued that any balance sheet which in
cluded the property among the assets and any related indebtedness
among the liabilities would be incorrect. However, the committee
is of the opinion that the facts relating to all such leases should
be carefully considered and that, where it is clearly evident that
the transaction involved is in substance a purchase, the “leased”
property should be included among the assets of the lessee with
suitable accounting for the corresponding liabilities and for the
related charges in the income statement.

In this particular situation, we would not be inclined to discount
or discountenance the thinking underlying the tax treatment which
we believe to be based on considerations essentially similar to those
advanced in the paragraphs quoted above.
We believe this transaction should be approached, first of all, from
a going-concern standpoint. The Development Corporation is an
intermediary or conduit through which funds are furnished for the
building and development of the property. The mortgage device,
and retention of title by couching the transaction in the terms of a
lease, quite obviously have as their principal purpose the creation
of interests to secure payment of the “purchase” price in due course.
Your company has full current use, possession, and enjoyment of the
property and has the burden of the carrying charges. Assuming, of
course, that there is continuing disclosure in the financial statements
of all liens and encumbrances on the property, we have little difficulty
in concluding that the operative effects of the transaction add up to
a purchase of the property with the privilege of making deferred pay
ments.
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Factory addition in process of construction under sale-andleaseback agreement — balance-sheet classification
“We are interested in the following problem:
“A client of ours constructed a factory building, sold it to an in
surance company and leased the property under a long-term lease.
The client has entered into a contract with the same insurance com
pany to build an addition to this property, sell it to them and lease
it from them.
“At the end of the client’s fiscal year, the addition will be under
construction. The completion date will be six to eight months after
the fiscal year. Unsecured bank loans will finance the cost during
construction.
“Please advise us whether, under these circumstances, construction-in-process may be listed under current assets.”

Our Opinion
Your letter does not inform us whether the initial sale-and-leaseback of the factory is being treated as a “loan from the insurance
company secured by transfer of title to the factory” or as a “lease
which is in substance a purchase.” [See chapter 14, par’s 6 and 7, of
Accounting Research and Terminology Bulletins (AICPA, 1961).] If
your client has an option to purchase and the agreement stipulates
that the rental payments may be applied in part as installments on
the purchase price, then it appears the transaction should be deemed
in substance a purchase and “the ‘leased’ property should be in
cluded among the assets of the lessee with suitable accounting for
the corresponding liabilities and for the related charges in the income
statement” (par. 7, op. cit. supra).
Regarding the addition to the property, one might be prepared
to argue that the unsecured bank loan obligation should be reflected
as a current liability and, similarly, the construction-in-process shown
as a current asset, the latter on the grounds that the property in
question is being built under a firm contract to construct and sell, and
accordingly, cash (which presumably will be used to liquidate the

623 :inquiry

1806

“LEASING” TRANSACTIONS

bank loan obligation) will be realized in due course; in short, the asset
in question is “reasonably expected to be realized in cash or sold . . .
during the normal operating cycle of the business” (or forthcoming
fiscal period). (See par. 4, p. 20, op. cit. supra.)
However, on grounds that the original sale-and-leaseback is in sub
stance a purchase and that the supplementary agreement for con
struction of the addition is “more of the same,” we believe the con
struction-in-process should be reflected, along with the factory, in the
fixed asset section of the client’s balance sheet, with the bank loan
obligation shown below the current liabilities along with the client’s
total long-term liability to the insurance company. The money to be
paid or advanced by the insurance company on the security of a
transfer of title to the addition, will doubtless be used to liquidate
the bank loan. In this connection, the following statement in par. 8,
p. 22, op. cit. supra, is relevant and should be given weight, viz.:
... The current liability classification... is not intended to include
a contractual obligation falling due at an early date which is ex
pected to be refunded,4...

4 There should, however, be full disclosure that such obligation
has been omitted from the current liabilities and a statement of the
reason for such omission should be given. (our emphasis)

Inquiry 624
“Valuation” of 99-year leasehold for statement purposes
“We have encountered the problem of attempting to value for
report purposes a leasehold owned by one of our clients. This particular
leasehold consists of income-producing property being leased over a
99-year life, which has approximately 94 years remaining. Subsequent
to the lease of the property, our client has expended some $350,000
in additional improvements. At the present time, the records reflect
merely the cost of these improvements and the balance of a rent pre
payment covering the first 9 years of the lease. Incidentally, the annual
rental for this lease is $4,000 per year.
“The client recently had an appraisal made of this property which,
including the land and necessarily a portion of the original structures,
inquiry:
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placed a fair market value on the land and building at $475,000. The
client feels that obviously this leasehold has a greater value than his
recorded costs. Inasmuch as certain of the tenants’ leases in the prop
erty are of short duration, we can determine no practical way to value
this leasehold on the basis of its projected earnings over the life of
the lease, and yet we feel that the client’s point as to the valuation
being in excess of his actual cost has considerable merit.
“We would appreciate any suggestions that you may be able to
give us regarding the proper handling of the valuation of this lease
hold for statement purposes.”

Our Opinion
We believe that the accounting treatment your client has hereto
fore given the lease transaction and the leasehold improvements is
the proper one to be followed. Finney and Miller indicate at p. 402 of
their Principles of Accounting — Intermediate (Prentice-Hall, Inc.,
Englewood Cliffs, N.J., 1958) that
The possession of a long-term lease to property in a neighbor
hood in which rents are rapidly advancing may be a very great
advantage; this advantage cannot properly be capitalized. There
can be no objection to indicating the value of such a leasehold by
a balance sheet footnote.
Finney and Miller might well have added that any such footnote dis
closure of an estimated value for the leasehold, if the result of an
appraisal, should also indicate who made the appraisal.
Regardless of whether the accounting entity acquires property in
fee or whether it leases property for such a long period of time that
it amounts to a perpetuity, the generally accepted accounting treat
ment to be accorded such transaction is to record such assets in terms
of costs incurred. In the case of leased properties, it is conventional
to set up bonus payments made in connection therewith, prepaid
rentals, and the cost of leasehold improvements; it is not deemed
generally acceptable to attempt to capitalize the leasehold per se,
either in terms of an appraised value or the present value of prospec
tive rentals to be received upon sublease. Fundamentally, a balance
sheet portrays assets in terms of their historical cost and only coinci
dentally would such historical cost represent current fair value.
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Inquiry 625
Infrequency of use of “installment method” of reporting revenue
“The following statement appears on page 436 of Montgomery s
Auditing (Ronald Press Co., N.Y., 1957):
... Under the instalment method, which is rarely used, sales and
gross profit on sales are reported as collections are made.

“Has information been accumulated by the Research Division that
might support this statement, or is there any alternate evidence with
which you are familiar that might substantiate this conclusion? I
would be very happy to have your comments.”

Our Opinion
The Institute has never made a survey of the extent to which the
installment method of recognizing income is used either for tax or
financial reporting purposes, or both. Our annual Accounting Trends
and Techniques survey does not develop this information, although
examples of use of the installment method are shown.
Doubtless the statement you quote from Montgomery's Auditing
is based on the experience of the Lybrand, Ross Bros. & Montgomery
firm.
Just as a sample, we looked at the balance sheets in the annual
reports of 10 companies having installment receivables and found
only one company reflecting “Deferred Income — Unrealized gross
profit on installment sales of goods and properties.”
We believe that companies engaged in subdividing land and selling
lots under long-term installment contracts use the installment method
of recognizing income much more frequently than companies en
gaged in selling personal property under conditional sales contracts.
Of course, the fact that so many companies are now selling or as
signing their conditional sales contracts to finance companies or banks
inquiry:
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naturally reduces the number of cases in which the installment method
might be used.
We called the National Retail Dry Goods Association,1 and the
person with whom we talked (formerly in public accounting) stated
his experience that “very few” companies use the installment method
for financial presentation purposes. However, he also stated that
data on NRDGA members indicates that one out of four companies
reports income on the installment method for tax purposes, under the
rules set out in section 453 of the Code.
Incidentally, for a short item which may be of some basic interest
in this connection, see “Accounting for ‘Unrealized Profit’ on Install
ment Sale of Real Estate” which appeared in Carman G. Blough’s
column at p. 338 of the September, 1952 issue of The Journal of Ac
countancy.

Inquiry 626
Is installment method generally accepted for regular financial
reporting purposes?
“Opinion is requested as to the acceptability of showing as de
ferred income in financial statements, the unrealized profit on an in
stallment sale of securities constituting a portion of the investment
account of a security dealer. The securities so sold are recognized
as a capital asset for Federal income tax purposes and the sale qualifies
for installment reporting. The transaction is substantial as to the
amount involved, the total profit, and the unrealized profit. The com
pany has heretofore had no sales which would qualify for such Fed
eral tax treatment.
“It may be assumed that the management of the company wishes
to take such profit into its income statements only as it is realized for
Federal income tax purposes.”

1 Now the National Retail Merchants Association.
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Our Opinion
Although in our opinion the accrual basis or method of recognizing
revenue on installment sales would generally be regarded as the pre
ferred accounting treatment for financial statement purposes, never
theless, as of the moment, we believe the installment method of recog
nizing revenues is deemed to be acceptable, and generally no excep
tion need be taken in the CPA’s report on the ground that the method
is contrary to generally accepted accounting principles.
Although we know of no official sanction for the view, some account
ants, we understand, would be inclined to proscribe use of the install
ment method where the term over which installment payments are
to be made is relatively short, and especially where the term is short
and credit standing of the purchaser patently sound; whereas they
would consider the method appropriate and proper where the term
extends over a number of years and the credit standing of the
purchaser is more of an unknown quantity (such as is frequently the
case in installment sales of subdivision lots).
There is, of course, a definite conflict of views as to proper balancesheet classification of deferred installment sales revenues.1
1 The following references, on balance, support the foregoing conclusions:
1. Montgomery’s Auditing (Ronald Press Co., N.Y., 1957) at p. 436. Reference here
to the fact that the installment method is “rarely used” is, we believe, a reference
to use for financial, not tax, reporting.
2. “Accounting for ‘Unrealized Profit’ on Installment Sale of Real Estate” (in Car
man G. Blough’s column at p. 338 of September, 1952 issue of The Journal of
Accountancy).
3. Accounting and Reporting Standards for Corporate Financial Statements and Pre
ceding Statements and Supplements (American Accounting Assoc., Columbus, Ohio,
1957) see first par., p. 21, and par. 12 and footnote, p. 33. This is the only ex
plicit statement by an official group which we have found that takes the position
that the installment method is not acceptable for financial statement purposes, viz.:
“There is no sound accounting reason for the use of the installment method for
financial statement purposes in the case of closed transactions in which collection
is dependent upon lapse of time and the probabilities of realization are properly
evaluated. In the opinion of the Committee, such income has accrued and should
be recognized in financial statements, even though deferred for tax purposes.”
4. Accountants’ Handbook (Ronald Press Co., N.Y., 1956) see under “Statement
Presentation of Instalment Accounts” at p. 11.38.
5. In Hills’ The Law of Accounting and Financial Statements (Little, Brown & Co.,
Boston, 1957) see under “Accounting Methods” at p. 168 et seq.
6. See definition of “installment method of accounting” in Kohler’s A Dictionary
for Accountants (Prentice-Hall, Inc., Englewood Cliffs, N.J., 1957).
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Accrual-basis income statement adjusted to reflect net income
for the year on installment basis
“One of our clients, a distributor of heavy equipment to the con
struction industry, is on the installment basis of recognizing income.
In connection with their financial statements, they have indicated a
desire to show income realized or deferred because of the installment
basis after profit or loss from operations on an accrual basis in a man
ner similar to the following:

Net sales.................................................................................
Cost of sales...........................................................................

$ XX
XX

Gross profit on sales.......................................................
Operating expenses.............................................................

$ XX
XX

Operating income...........................................................
Other income and expense..............................................
Net income before adjustment for installment sales
and provision for income taxes...............................
Variation in gross profit unrealized on installment
sales ...................................................................................

$ XX
XX

Net income before provision for income taxes...........
Provision for income taxes................................................

$ XX
XX

Net income for the year..................................................

$ XX

$ XX

XX

“They prefer this method over merely the accrual basis of ac
counting inasmuch as they are interested in seeing the effect of the
installment-sale basis.
“Looking at the situation broadly, we feel their position has some
merit over either the accrual-basis statement or the usual installmentsale statement, which emphasizes the gross profit idea.
“We would appreciate your views on the matter, and, since we are
not sure this form of statement would be considered to follow gen
erally accepted procedures, your opinion as to whether our audit re
port could follow this form for the statement of income, either in the
formal income statement, or in the body of the long-form report, or
both.”
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Our Opinion
We have looked over the income statement contained in your letter
and, although it differs in form from other installment-basis income
statements we have seen, nevertheless, we believe it is an acceptable
manner of financial presentation.1
However, you may wish to consider the following changes which
we believe appropriate:
Net income before adjustment for net change in un
realized gross profit on installment sales......................
Add unrealized gross profit at the end of the previous
period .....................................................................................

XX
XX
XX

Deduct unrealized gross profit at the end of the current
period ......................................................................................

XX

Net income on installment basis before provision for
income taxes...........................................................................
Provision for income taxes.....................................................

XX
XX

Net income for the yearon installment basis.................

XX

If one wished to condense the foregoing presentation somewhat,
this might be accomplished by use of one of the following alternative
designations for the caption “Variation in gross profit unrealized on
installment sales,” which appears in the statement set forth in your
letter:
(a) Deduct (or add): Difference between beginning and ending
balances of unrealized gross profit on installment sales
(b) Deduct: Net increase during fiscal period in unrealized gross
profit on installment sales
(c) Deduct: Excess of unrealized gross profit at end of the cur
rent period over unrealized gross profit at end of the previous

1 H. E. Miller’s CPA Review Manual (Prentice-Hall, Inc., Englewood Cliffs, N.J.,
1956) at p. 527 contains a profit and loss statement illustrating a manner of reporting
realized and unrealized gross profit on installment sales which you may want to
peruse for possible alternative use.
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As another alternative approach, you may wish to consider keeping
the books and preparing the financial statements strictly on the ac
crual basis, and either in a footnote or in the long-form report, indi
cate that the “net income for the year,” i.e., the final figure in the
income statement, is comprised as follows:

Realized net income from installment sales — after pro
vision for income tax currently payable thereon....

$XX

Unrealized net income from installment sales — after
provision for income tax prospectively payable
thereon .................................................................................

XX

Net income from installment sales on accrual basisafter provision for applicable income taxes ...........

$XX

Inquiry 628
Deferred gross profit on installment sales
“I am attempting to modernize and standardize my methods of
reporting.
“I have a client who for eighteen years has been on the installment
basis for accounts receivable. All charge sales are considered install
ment sales and the total sale is charged to accounts receivable and
credited to installment sales when the sale is made. At the end of
the year, an entry is made either to increase or decrease the Reserve
for Unearned Gross Profit on Installment Sales, and such charge or
credit is reflected in the year’s profit and loss statement. The amount
of the entry is determined by computing the gross profit on amounts
actually collected in year and adjusting the ‘reserve’ by such amount.
No subsequent entry is made to accounts receivable or installment
sales; adjustment is made only to the ‘reserve’ against profit and loss
account. The entire accounts receivable are shown as current assets
in the balance sheet, and the Reserve for Unearned Gross Profit on
Installment Sales is shown as such, without caption, between the lia
bility and capital sections. Income taxes are computed on the net in
come for year as determined from the installment basis as described.
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“Is there anything in the above treatment which would preclude
the issuance of an unqualified opinion on the balance sheet and profit
and loss statement? Do you have some suggestions that would im
prove the past treatment accorded these items?”

Our Opinion
On the basis of the brief description of the manner of determining
the amount of the entry or adjustment to the “reserve” (i.e., fourth
sentence of your letter), we cannot be entirely sure that the proper
amount of Unrealized Gross Profit on Installment Sales is reflected
in the balance sheet, or proper amount of realized profit is reflected
in the profit and loss statement. One way of determining the amount
that the reserve should show at the end of the fiscal period, is to
multiply the unpaid installment receivable balances classified by year
of sale by the gross profit ratios for the respective years and add
up the products. In other words, the reserve should reflect the
amount of unrealized gross profit applicable to the uncollected in
stallment receivables at balance-sheet date. If your adjustment to the
P. and L. account and corresponding adjustment to the reserve ac
count achieves the foregoing, then we see no reason why you may
not properly give an unqualified opinion on the balance sheet and
over-all results of operations. As far as we know, the installment basis
of recognizing revenue, although rarely used for regular financial re
porting purposes, is a generally accepted accounting method.1
In our opinion, one of the best discussions of the installment method
of reporting income appears at pp. 504-13 of the CPA Review Manual
(Prentice-Hall, Inc., N.Y., 1951, ed. by H. E. Miller). We believe this
material may help to clarify some of the questions you raise regarding
the installment method. Note especially the presentation therein at
pp. 506 and 509, and the discussion of the balance-sheet presentation
of the Deferred Gross Profit on Installment Sales account, at the
bottom of p. 510, top of p. 511.
1 See Montgomery’s Auditing (Ronald Press Co., N.Y., 1957) at p. 436, and the item
“Accounting for ‘Unrealized Profit’ on Installment Sale of Real Estate” which appeared
in Carman G. Blough’s column at p. 338 of the September, 1952 issue of The Journal
of Accountancy. See also Inquiry 626 in this book.
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Inquiry 629
Cains resulting from long-term installment sales of real estate
“We are writing to ask for information regarding the current ac
counting treatment and presentation of capital gains resulting from
sales of real estate, in which the bulk of the sales proceeds are repre
sented by 10- to 20-year notes, and when such sales are not the
main business of the company but do materially contribute to the
net earnings.
“We are aware of a trend toward reporting such gains on the in
stallment basis (vs. accrual accounting), and we are researching cur
rent opinion in an endeavor to locate authoritative statements on this
subject.
“It will be appreciated if you can express an opinion as to the
normal accounting treatment of such gains, and any significant trends
in relation to statement presentation, and SEC accounting, should any
difference exist.
“Additional information that may assist you:
1. The company does not consider itself to be in the real estate busi
ness.
2. The long-term notes arising from the transactions are adequately
secured.
3. The gains are equally divided as between long-term and short
term.
4. Net earnings contribution from this source averages out to ap
proximately 42 per cent.
5. Down payments are possibly lower than average.
6. In certain of the notes, the payment schedule may be temporarily
deferred.”

Our Opinion
“Table 30: Deferred Income” at p. 102 of the latest edition of
Accounting Trends and Techniques which we were able to examine
at this writing (AICPA, 1961) does not indicate any remarkable
trend or increase (1960 as compared with 1955) in the number of
cases appearing opposite the headings “Profit on sales or installment
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contracts,” “Profit on fixed assets sold,” “Deferred credits,” and “De
ferred income.”
None of the Institute’s Accounting Research Bulletins has explicitly
stated a position as to the general acceptability of the “installment
method” of accounting. We are not aware of the SEC’s views re
specting recognition of gains resulting from sales of real estate in
cases where installment payments are deferred over extended periods.1
We would add one personal (we think practical) observation re
specting immediate recognition under the accrual method of the
entire gain resulting from sales of real estate where installment pay
ments are to be received over a 10- or 20-year period: It seems to us
that as a result of the attempt to be logically consistent with the ac
crual concept which generally requires “recognition of income upon
sale in ordinary course,” the income statement may be made less
useful or meaningful in that it reflects substantial amounts as income,
actual cash realization of which is far removed in time. And because
of tax considerations, the accounting entity generally has no intention
of discounting the notes with a financial institution to gain immedi
ate access to funds. Thus, the “earnings” reflected are somewhat il
lusory from the standpoint of current dominion over, or disposability
of, funds. We might also add the thought that when properly analyzed
from a legal standpoint, many of the transactions in question may not
represent sales at date of contract negotiation, but rather a divisible
or severable contract to sell (where in fact several sales take place
in the course of an extended period of time upon completion of con
tract segments).
One interesting example observed is that of Leslie Salt Co., in its
annual report for 1960 (cited at p. 104 of 1961 ed. of Accounting
Trends), viz.:
LESLIE SALT CO.

Deferred Profit — Installment sale of land (Note 1).... $3,085,583
Note 1: In August 1960 the Company entered into an agreement
for sale of 861 acres of land in San Mateo County for $4,068,225,
with provisions for price increases on acreage paid for after Au
gust 19,1963. A cash payment of $813,645 was received in 1960; the
1 Subsequent to this exchange of correspondence, the Securities and Exchange Com
mission issued Accounting Series Release No. 95, entitled “Accounting for Real Estate
Transactions When Circumstances Indicate that Profits Were Not Earned at the Time
the Transactions Were Recorded” (q.v.). See discussion of Release No. 95 in article
“SEC and the Recognition of Profit” (The Lybrand Newsletter for February-March,
1963).
INQUIRY:
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balance of the purchase price is represented by non-interest bear
ing notes receivable, secured by a deed of trust on 689 acres, pay
able on or before August 19, 1967. The gain of $771,396 less
applicable Federal and State income taxes of $214,062 realized
on 172 acres paid for in 1960 has been reflected as a special credit
in the accompanying statement of consolidated income and re
tained income; the gain applicable to the remaining 689 acres,
$3,085,583 before income taxes (estimated to be $857,000), has
been deferred and will be reflected as special credits when addi
tional payments are received and acreage is released from the deed
of trust. The notes receivable have been deposited as additional
security with the Trustee under the bond indenture....

Inquiry 630
Finance and other carrying charges on installment sales of
merchandise — balance-sheet and income-statement treatment
“Correct accrual method of accounting is requested concerning the
recording of sales to customers for merchandise which is to be paid
for over a period of time, together with finance charges.
“The question may be worded by asking which of the following,
number 1 or 2, is correct: (1) credit income or sales with finance
charges at the time the sales are made, or (2) spread the finance
charges equally over the period in which payments on principal and
charges are to be made.
“Example: Customer purchased a fur coat from merchant for $1,000
plus $120 finance charges. He paid $40 cash down and the balance to
be paid over 24 months.
“Question: Which is the correct entry, number 1 or 2?
Debit
$ 40
1,080

#1. Cash
Notes Receivable
Sales

Credit

$1,120
or

#2. Cash
Notes Receivable
Sales
Reserve for Unearned Finance
Charges

40
1,080

$1,000
120

630

: INQUIRY

1818

INSTALLMENT SALES AND PURCHASES

(#2) For each of the next 24 months, transfer $5 from the
Reserve for Unearned Finance Charges to a Finance
Charges Earned account.

“The reason for this request is not only to see that my client’s rec
ords are properly kept but to satisfy the client’s attorney as to the
correct accounting.”

Our Opinion
In our opinion, entry #2 as set forth in your letter is proper, and
entry #1, from the standpoint of proper application of accrual-basis
accounting, is unsound in principle. “Finance charges” in connection
with installment contracts usually include an amount sufficient to ab
sorb continuing collection and clerical costs of the installment sale as
well as an amount representing interest charged the purchaser for
the privilege of making deferred payments. In many cases, the pur
chaser may accelerate payment of the unpaid installments, and in
such cases, there is an abatement of a portion of the finance charges.
The reason why the interest element in the finance charges should be
deferred and amortized over the contract period is that interest may
properly be recognized as earned only with the passage of, or as a
function of time. The reason why the remaining portion of the timeprice differential should be deferred and amortized over the contract
period is that such procedure effects a matching of this portion of
total contract revenues with the continuing expenses or “aftercosts”
of the installment sale.
From the standpoint of proper balance-sheet presentation, we be
lieve the item “Unearned Finance Charges” should be shown as a
contra account deducted from the installment receivables. This would
reduce such receivables to their estimated net realizable value. We
note in this connection that par. 9, chapter 3A, of Accounting Research
and Terminology Bulletins (AICPA, 1961) states that
... Accounts receivable net of allowances for uncollectible ac
counts, and for unearned discounts where unearned discounts are
considered, are effectively stated at the amount of cash estimated
as realizable.
inquiry:
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Also, at p. 188 of Montgomery's Auditing (Ronald Press Co., N.Y.,
1957) it is stated that

... Carrying or interest charges on instalment accounts receivable
that have been deferred as unearned at the balance sheet date
should be classified in the balance sheet as a deduction from the
receivables, either directly from the instalment accounts or from
the sum of the receivables as part of the total allowances.
We would also be inclined to omit use of the word “reserve” in desig
nating the unearned finance charges.
We see no reason why the “finance charges” or so-called “timeprice differential” of an installment dealer should be given any differ
ent accounting treatment from that commonly given the “unearned
interest or discount” of either a sales finance company which purchases
contracts from installment dealers, or a bank or consumer finance
company which lends money by discounting in advance and taking
so-called non-interest-bearing notes from the borrowers. In these lat
ter cases, the generally accepted practice is to defer the discount and
amortize it in accordance with one of several acceptable formulas
over the installment contract or loan period.

Inquiry 631
Treatment of discount arising upon sale of dealer’s “installment”
accounts to bank
“We have an interesting problem upon which we would like to have
your comments.
“We have a client that on January 31, 1962, the close of its fiscal
year, sold all of its installment accounts receivable to a bank. The
aggregate face amount of the installment accounts receivable was
$1,500,000. The accounts were sold for $1,470,000. This discount
of $30,000 was computed on a basis that would result in the bank
earning a return of 4½% per annum on its net investment. In the event
collections are slower than were estimated in arriving at this discount,
the client must make up the difference so that the bank will actually
realize 4/2% per annum.
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“The net purchase price of $1,470,000 was used as follows at Janu
ary 31: $1,000,000 was used to pay off short-term loans outstanding
to the bank; 10% of the selling price or $147,000 was withheld by the
bank as a deferred payment to insure the covenants, etc., of the sale
contract; the balance, or $323,000, was credited to the company’s regu
lar operating bank account in the bank.
“Assuming that the amount of the $30,000 discount on the sale of
these accounts is material, we would like to have your opinion as to
whether or not this discount should be taken for accounting purposes
as a deduction in the year ended January 31, 1962, or should be
deferred over the period in which the installment accounts receivable
will be collected.
“The actual purpose of the sale of the installment accounts re
ceivable was to make it possible, if the company so desired, to elect
to use the installment basis of reporting its collections on installment
sales in the year ended January 31, 1963, and ensuing years. A ruling
was received from the Internal Revenue Service that the contract for
the sale of the installment receivables would qualify as a sale and
would not be treated as a loan by the Internal Revenue Service.
“The client’s officials are divided upon the treatment of this item,
the president of the company insisting it be deferred, the treasurer
believing it belongs as a deduction in the year ended January 31,
1962. Our office is also divided. A majority agrees with the treasurer,
on the theory that the sale of the accounts receivable is a completelyclosed transaction as of January 31, 1962, and the resulting discount
must be recognized as of that date. A minority, however, is of the
opinion that since this sale will reduce interest expense in the ensuing
year and that none of the benefits of the sale were received in the year
ended January 31, 1962, the discount should be treated as a deferred
expense to be allocated to the year in which the benefits of the re
duction in interest expense and the collection on the accounts will
occur. The client has never before sold accounts.”

Our Opinion
Personally, we agree with the majority in your office and with the
client’s treasurer, viz.: “that the sale of the accounts receivable is a
completely-closed transaction as of January 31, 1962, and the re
sulting discount must be recognized as of that date.”
In the case where a company which has regularly used the install
ment method for book purposes and accordingly carried an account
inquiry:
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designated “Unrealized Gross Profit on Installment Sales” in its balance
sheet, sells its installment receivables at a “discount,” we believe such
unrealized gross profit including any unearned time charges, should
thereupon be taken into the income account and the discount charged
thereagainst.
However, we assume in your case that the client has regularly
taken up the profit on its installment transactions on an accrual basis,
and, accordingly, that earned surplus now includes the profit on the
installment sales in question which has been reflected in current
and/or prior years’ income statements.
In our opinion, where a dealer sells his installment receivables at a
discount to a financing institution, such discount may properly be re
garded as a sales adjustment to the extent that the discount is ap
plicable to installment receivables arising out of current year’s sales,
and the portion of the discount applicable to prior years’ sales, espe
cially if material, should, in our opinion, be charged to retained earn
ings. (This assumes the recorded sales prices include a “loading” fac
tor or unearned carrying charges.)1
The rationale behind this accounting treatment is based on the
thought that this discount represents or may be substantially equiva
lent to a time-price differential which when added to the cash sale
price of merchandise includes an amount sufficient to absorb con
tinuing collection and clerical costs as well as an amount representing
interest charged to the purchaser for the privilege of making de
ferred payments.21 1Accordingly, when the installment dealer decides
to realize immediately on such receivables, the time-price differential,
or discount, is abated, and such dealer effectively realizes the equiva
lent of what he would have realized if he had sold for cash in the
first instance and recorded that amount as sales.
In other words, the sale of the installment receivables effectively
cancels out the time-price differential or interest or carrying charge
which would have been realized had the receivables been paid off

1 Where a company records its installment sales on an accrual basis, we believe it
proper (whether or not “honored in the breach” in practice) to record the sales ex
clusive of any unearned carrying charges, and to reflect the latter as a deferred
credit subject to amortization over the average collection period of the installment re
ceivables and shown as an offset to such receivables in the balance sheet.
2 Frequently, of course, the financing institution’s prospective return (i.e., the discount)
would be different in amount than the unearned carrying charges included in the
installment receivables liquidated.
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in installments by the original purchasers in accordance with the
terms of their contracts, and which the installment dealer has now
decided to forego. We do not think the manner of accounting for the
disposition of this “discount” should be controlled by the manner in
which a portion of the proceeds obtained from the sale of the install
ment receivables is applied. We have particular reference here to the
use of $1 million to pay off short-term loans outstanding to the bank.
Following our reply, the facts took a peculiar twist, as indicated in
a further letter from our correspondent, viz.:

“We failed to give you one important fact. Our use of the term
installment accounts was perhaps misleading. Actually the client in
tends to treat as installment sales in future years its revolving credit
sales even though the Commissioner of Internal Revenue will not at
present rule favorably upon this type of transaction as an installment
sale.
“The actual accounts sold to the bank, therefore, did not include
any time-price differential, but the time-price differential will be
added later as a service charge. This the Company will keep and
will not remit to the bank. The time-price differential or service charge
will be collected in the following year rather than the year in which
the sale of the accounts was made.
“The discount on the sale to the bank represents the total income or
interest which the bank will receive as a result of the collection of
the accounts which the bank purchased.
“I would appreciate very much having your opinion after you have
had a chance to review this change in my original statement.”

Our Opinion
Evidently there is some basis for holding now that the sale of
the “installment” accounts was not a “completely-closed transaction
as of January 31, 1962,” since the client apparently continues to
service the accounts and will be in a position to collect service charges
which are to be “added later.” This being the case, we believe a treat
ment whereby the discount would be matched with the service charges
when and as they accrue (in the year following sale of the accounts)
can be supported.

inquiry:
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Inquiry 632

Installment ‘contract of purchase” vs. installment “purchase” —
balance-sheet treatment
An interesting and rather basic question raised with us by tele
phone is set forth in the course of our reply which immediately fol
lows.

Our Reply to Telephoned Inquiry
The following is confirmatory of the views we expressed to you in
our recent telephone conversation. You asked for our opinion as to
proper balance-sheet presentation where a client has entered into
contracts to purchase equipment and fixtures; at balance-sheet date,
however, the client had made down payments (the balance of the
purchase price to be paid in installments) but delivery had not been
made by the vendors as yet.
We stated that, in our opinion, the balance-sheet treatment should
depend on the legal effect of the transaction, i.e., on a prior deter
mination whether, at balance-sheet date, the status of the transaction
was that of (1) an executory “contract of purchase” or (2) a “pur
chase.” This determination would involve the question of “passing of
title” or, in somewhat more modem terms, the question of who has
“property in the goods.” For whatever relevance it may have in
your fact situation, we also stated that it is our understanding that
F.O.B. contracts are commonly thought of as agreements under which
title passes at the specified F.O.B. point.
Thus, if a “purchase” is deemed to have taken place at balancesheet date, then the transaction should be treated in accordance with
the following procedure recommended at p. 242 of Montgomery s
Auditing (Ronald Press Co., N.Y., 1957), viz.:
Purchases on Deferred Payments. — When machinery is pur
chased on a partial payment or instalment plan, only the cash pur-

632 : inquiry

1824

INSTALLMENT SALES AND PURCHASES

chase price should be recorded in the machinery account. The gross
purchase price should be credited to the vendor, and the excess
of that price over the cash price, representing the charge for de
ferred payments, should be accounted for as interest expense,
either at once or, if the amount warrants deferment, over the
period of the instalment payments.
On the other hand, if a “purchase” is not deemed to have taken
place, i.e., if the transaction is only at the executory contract or
“commitment” stage, then for balance-sheet purposes, the down pay
ments made by the client should be reflected as an asset under some
such heading as “Deposits Made on Contracts for Purchase of Equip
ment and Fixtures.” However, if material amounts are involved in
the contracts, we believe the rule of informative disclosure would re
quire that the total amount of the client’s commitments be disclosed
in a footnote to the balance sheet.1

Inquiry 633
Financial presentation of installment purchase of machinery
“Our problem can be presented as follows:

1. Client contracts to buy machinery at a cost of $400,000.
2. Machine seller agrees to take a note in payment therefor but in
sists on incorporating the interest and finance charges of approxi
mately $100,000 in the note, thus making the note in this example,
$500,000.
3. Client agrees to pay the $500,000 in equal installments for a period
of five years.

1 For a brief but helpful discussion dealing with considerations of title, see Montgom
ery’s Auditing (op. cit. supra, pp. 162 and 191). See also discussion at pp. 178-83 of
Lavine’s Manual on Commercial Law (Prentice-Hall, Inc., Englewood Cliffs, N.J.,
1958).
INQUIRY:
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4. All of the above items are materially significant as far as the
client’s financial statements are concerned.
“The questions raised are:
a. At what balance should the note be shown?
b. What would be the proper presentation on the balance sheet?
c. How should the interest be charged to the statement of income?

“Without anticipating your reply to the first question, we wonder
if the balance of the note could be stated at $400,000 with an ex
planatory footnote attached to the financial statements.”

Our Opinion
The following passage from Montgomery s Auditing (Ronald Press
Co., N.Y., 1957, at p. 242) is responsive to the question you raise, viz.:
Purchases on Deferred Payments. — When machinery is pur
chased on a partial payment or instalment plan, only the cash
purchase price should be recorded in the machinery account. The
gross purchase price should be credited to the vendor, and the
excess of that price over the cash price, representing the charge for
deferred payments, should be accounted for as interest expense,
either at once or, if the amount warrants deferment, over the period
of the instalment payments.

In our opinion, the note should be set up and initially reflected at
its face amount ($500,000), the machinery capitalized at its cash
purchase price ($400,000), and the differential of $100,000 (material
as far as the client’s financial statements are concerned) should be
set up as “unamortized interest and finance charges.” From the stand
point of proper balance-sheet presentation, we believe the balance in
the latter account should be shown as an offset or deduction from the
liability account(s). At the end of each of the first four fiscal years
following the purchase, the $100,000 payable during or at the end of
the forthcoming fiscal year, should be segregated from the long-term
liability and shown as a current liability in the balance sheet, with
the amount of unamortized interest and finance charges applicable
to such segregated amount shown as an offset or deduction therefrom.
In other words, there would be two offsets shown, one deducted from
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the current, and one from the long-term, portion of the liability. The
deferred interest and finance charges may properly be amortized and
charged to income either on the basis of an amortization schedule
(if available) or in accordance with the sum-of-the-months (or years)
digits method.1

Inquiry 634
Purchase of equipment for cash with third party supplying credit
“I would appreciate your comments on the following:

“Corporation X, in the fertilizer business, wishes to expand by con
structing an additional plant. It can borrow the funds for the necessary
equipment from Corporation Y. The terms would be 15 years (ap
proximate life of the equipment) at Z interest, and title would remain
in Corporation Y until the loan was paid off over the 15 years.
“How would Corporation X report the equipment on its balance
sheet? How would depreciation be handled?”

Our Opinion
We believe the transaction described in your letter involves the
incurrence of a loan obligation and presumably the outright purchase
of equipment for cash, from the vendor. Conveyance of title to the
lender concurrently with Corporation X’s acquiring important inci
dents of ownership (right to possession, use, and enjoyment) is essen-1 * * * 5

1 For its relevance to what has been stated above, in the Summary of Principles in A
Tentative Set of Broad Accounting Principles for Business Enterprises, by R. T.
Sprouse and M. Moonitz (Accounting Research Study No. 3, AICPA, 1962), see par.
“E” at p. 58. Even more to the point, under “Measurement of Liabilities” in chapter
5 of A.R.S. No. 3, see the last par. beginning on p. 39, viz.: “. . . amount of the
liability is measured by deducting the amount of the ‘discount’ from maturity pay
ment” (and). ... “A ‘discount’ does not represent an embodiment of future eco
nomic benefits and accordingly cannot constitute an asset.”
inquiry:
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tially security for repayment of the loan and accomplishes much the
same thing as if Corporation X had given a chattel mortgage to
Corporation Y, securing the borrowed funds.
Our personal opinion is that Corporation X should account for
the transaction as if it involved an installment purchase of the equip
ment or a so-called “hire-purchase” contract. The fact that a party
other than the vendor of the equipment supplies the credit is not
controlling. Accordingly, we believe the equipment should be given
fixed asset status on the balance sheet in the amount of its cash pur
chase price. Depreciation accounting should then be used in the sub
sequent accounting therefor.
Since apparently an interest-bearing note (or notes) has been
given to the lender (rather than a non-interest-bearing note with a
face value exceeding the cash purchase price), we do not believe
there is any occasion for setting up deferred interest expense. Rather,
as interest becomes due and payable periodically, such amounts could
be accrued at that time.

Inquiry 635
Installment purchase of land, where periodic payments repre
sent percentage of adjusted income to be earned from shopping
center over 25-year period
“I would like your opinion on the accounting problem described be
low. Briefly, Seller sold to Buyer a tract of land to be used as a site
for a shopping center. Payment for the land is to be made as follows:

Buyer agrees to pay to Seller a sum equal to 1/3 of the ad
justed income (as elsewhere defined) realized by Buyer from the
renting, operating or other gainful use of whatever character of
Buyer’s property for and during the 25 years commencing on the
first day of Buyer’s first fiscal year following the opening date or
until such payments equal in the aggregate the sum of $3 million
whichever shall first occur.
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“My problem concerns the amount I should set up as the value of
the land. Would it be reasonable to assume that an interest element
is implied in the purchase price — and the amount to be set up is the
discounted value of $3 million? On this premise, entries might be
made as follows:

At Purchase Time
Dr. Land
Cr. Liability for Purchase of Land
At Tear-End
Dr. Interest Expense
Dr. Liability for Purchase of Land
Cr. Cash”

Our Opinion
As we interpret the payment provision in your letter, $3 million
represents the maximum amount that may be paid for the tract of
land. However, whether such maximum amount or some lesser amount
will ever be paid for the land, is contingent on the amounts of ad
justed income realized by the buyer from use of the property during
the next 25 fiscal years.
In our opinion, it is impossible to determine the present discounted
value of the $3 million as a basis for recording the “cost,” and liability
for the purchase, of the land, because one does not know whether
$3 million will ultimately be paid, what the specific amounts of the
series of future payments will be, and when and if such specific
amounts will be paid.
Under such circumstances, we believe the cost of the land should be
recorded cumulatively over the years, i.e., commencing on the first
day of Buyer’s first fiscal year following the opening date and on the
first day of the 24 succeeding fiscal years or until an aggregate sum
of $3 million has sooner been paid, the Buyer should debit 1/3 of
adjusted income realized during the prior fiscal period or year to the
land account, with correlative credits to cash. Continuing disclosure
of the payment provisions of the installment land purchase contract
(substantially as such provisions are quoted in your letter), should
be made in a footnote to the financial statements.
inquiry:
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Inquiry 636
Contingent future payments for property acquired
“We should like to secure opinions as to the method of recording
the following described transaction:
“Corporation A, newly formed, purchases from Corporation B the
following described assets:

Land
Buildings
Production Machines
Office Furniture andEquipment

Percentage of Book Value
on Books of Selling Corporation
2.90%
76.41%
19.26%
1.43%
100.00%

“The lump-sum purchase price is as follows: $250,000 plus an ad
ditional amount equal to 1 per cent of the Corporation’s net sales (as
defined in contract) during the ensuing five-year period.
“During the negotiations for the purchase of these assets, the asking
price was $350,000. The seller anticipates that net sales for the fiveyear period will aggregate at least $10 million, which at 1 per cent
totals $100,000. The seller, therefore, is gambling that sales will ex
ceed $10 million and the buyer that sales will be less than this figure.
“Question: What is the purchase price for recording on the books
of account and for balance-sheet purposes?”

Our Opinion
Regarding your question, viz.: “What is the purchase price for
recording (the acquired assets) on the books of account and for
balance-sheet purposes?” it goes without saying, the acquired assets
should be recorded at cost, and the ultimate purchase price cannot
be known in advance since the total sum to be paid is contingent on
future sales.
It seems to us the key questions to be resolved, are: what classes
of assets were in fact acquired for the lump-sum purchase price (the
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maximum amount of which is contingent), and how allocate the
minimum lump-sum as well as any future consideration paid, to the
several classes of assets acquired?
Although your letter makes no reference to the acquisition of
goodwill, the “internal evidence” suggests to us that possibly part
of the $250,000 consideration already paid, and probably all of any
future consideration which may be paid, are attributable to the ac
quisition of goodwill (i.e., an established name or place of doing
business, “differential profits,” or more-or-less-assured customer con
tacts). The fact that (what may prove to be substantial) additional
payments within the next five years are correlated with, and made
dependent on, sales volume, may warrant an inference that the nego
tiations envisaged a premium payment for better-than-average or socalled “super” profits.
Regarding a practical procedure for allocating the minimum lump
sum payment, see the approach recommended at the bottom of
p. 245 and top of p. 246 in Montgomery s Auditing (Ronald Press Co.,
N.Y., 1957). See also discussion at pp. 478-9. Regarding future pay
ments based on sales volume, in the absence of convincing evidence
that the payments are not being made for an intangible, we would be
inclined to assign such future expenditures when and as made to good
will, or to any other intangible which may be indicated. If such ex
penditures are deemed to be payments for goodwill (or “super”
profits), we believe such an expenditure when and as made, should
be currently disposed of as a special charge to operations on the
ground that the favorable earnings should be offset by the payments
made therefor over the span of years involved.

Inquiry 637
Purchase of partnership assets, for lump-sum payment and per
centage of net income to be earned for specified years after
acquisition
“We would appreciate your opinion as to the accounting treatment
of the following situation:
inquiry:

637

INSTALLMENT PURCHASES

1831

“A corporation purchased the assets of two partnerships. The
purchase price included an amount for the combined book values of
the capital accounts of the partners as of a given date, plus a per
centage of the net income to be earned by these divisions for specified
years after acquisition.
“We are interested in your opinion as to the disclosure at the end
of the fiscal year of the obligation to pay a percentage of the profits
to the former owners; whether a footnote would be sufficiently in
formative or whether the balance sheet should disclose a current lia
bility with a corresponding intangible asset such as goodwill.
“We are of the opinion that the annual payments should be charged
to surplus and not to goodwill as has been suggested by several other
accountants with whom we have consulted.”

Our Opinion
Montgomery’s Auditing (Ronald Press Co., N.Y., 1957, p. 369) de
fines “contingent liability” as follows:

The term “contingent liability” should be used in the account
ing sense to designate a possible liability of presently determinable
or indeterminable amount which arises from past circumstances
or actions, which may or may not become a legal obligation in
the future, and which, if paid, gives rise to a loss or expense or an
asset of doubtful value. The uncertainty as to whether there will
be any legal obligation differentiates a contingent liability from an
actual liability.

Kohler’s A Dictionary for Accountants (Prentice-Hall, Inc., Engle
wood Cliffs, N.J., 1957, at p. 120) defines “contingent liability” as
follows:
An obligation, relating to a past transaction or other event, that
may arise in consequence of a future event now deemed possible
but not probable. If probable, the obligation is not contingent but
real (ordinarily, a current liability), and recognition in the ac
counts is required, notwithstanding that its amount must be esti
mated in whole or in part....
One might be prepared to argue in this situation that the con
tractual obligation of the corporation to pay a percentage of the net
income to be earned by the divisions for a specified number of years
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after acquisition, does not necessarily come within the purview of
the above definitions, if one can assume that the span of years in
volved is short, if earnings of the divisions are “contractual” or have
been relatively stable in immediate past years, and if it is reasonable
to assume earnings of the divisions are probable in the next few years.
The more probable the earnings, the more justified would be the con
clusion that we are not dealing here with “an asset of doubtful value.”
Accordingly, one might contend that, unless earnings are improbable
or subject to wide fluctuations, it would be acceptable to set up good
will at the outset (based on the specified percentage of projected
earnings) with a corresponding estimated contractual liability on the
books of the acquiring corporation. Incidentally, the setting up of
goodwill with an offset to an estimated liability account would “in our
book,” be quite distinguishable from setting up goodwill offset by a
revaluation surplus.
If the foregoing procedure were followed, however (i.e., initial
booking of estimated goodwill), it seems to us that since goodwill
generally represents a payment for “differential profits,” that the good
will in question should then be amortized by charges to operations
over the span of years during which actual payments for it are being
made.
This being the case, we do not see that anything in the way of
making the statements more useful is to be gained, by setting the
goodwill and correlative liability up on an estimated basis at the
outset. We believe, of course, that there should be complete dis
closure of the nature of the contractual obligation, its method of
computation, and the number of future years’ earnings involved. How
ever, we would be inclined to charge the annual payments to opera
tions, when and as they are actually made. Such charge would be
equivalent to amortization and would offset the current portion of
the total goodwill (“differential earnings”) being purchased.
Regarding the chargeoff of the annual payments to surplus, it
should be stated first, that goodwill if purchased in an arms-length
transaction, is clearly admissible within the family of assets, and its
cost, if written off at all, should be systematically amortized (the com
mon fate of the cost of every other type of asset in the balance sheet,
with the exception of “quick assets” and non-depletable land). How
ever, par. 9, p. 40, of Accounting Research Bulletin No. 43 (AICPA,
1953) states a limitation on the writeoff of intangibles, as follows:
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Lump-sum write-offs of intangibles should not be made to
earned surplus immediately after acquisition, nor should intan
gibles be charged against capital surplus. If not amortized sys
tematically, intangibles should be carried at cost until an event
has taken place which indicates a loss or a limitation on the useful
life of the intangibles.

It seems to us the banning of an immediate writeoff of goodwill
to earned surplus (as is the case with every bona fide “cost” as dis
tinguished from a “loss”), applies as much when goodwill is pur
chased on the installment plan, so to speak, as when it is purchased
outright.

Inquiry 638
Installment purchase of patent, with periodic payments based on
machines produced, machines sold, and gallonage passing
through machines
“Your opinion is requested as to the proper balance-sheet presenta
tion of some facts which have been the subject of some debate within
our staff. Listed below are the facts; your interpretation would be
very much appreciated.
Facts

“1. On February 2, 1959, the XYZ Corporation purchased a patent
covering the manufacture of a soft-cream dispensing machine. The
patent has a life extending to 1/20/70.
“2. The corporation is to pay for the patent in the following man
ner (two steps):

(A) $50,000 to be paid —
$ 5,000 on 2/ 5/59
20,000 on 6/15/59
25,000 payable at the rate of $50 per machine produced
$50,000 Total
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(B) An additional payment computed on all gallonage passing
through the machine — 2¢ per gallon.
(C) An additional payment computed at the rate of $25 per ma
chine sold.

Payment accruing under 2(B) and 2(C) above shall be paid until
the patent expires—1/20/70. Further, the XYZ Corporation guarantees
to the seller a minimum annual payment computed on a calendar-year
basis of $30,000 per year commencing January 1, 1960. In the event
that payments accruing under 2(B) and 2(C) above do not equal
the minimum annual guarantee, the ‘difference shall be paid on or
before January 20 next following. And further, if such ‘difference’ is
paid, it shall be considered as ‘advance payments’ on future sales of
gallonage and machine sales (i.e., if, in a subsequent year, payments
accruing under 2(B) and 2(C) above equal $50,000, then the excess
over $30,000, $20,000 will be deemed to have been paid by any ‘dif
ferences’ paid in prior years).
“3. When the XYZ Corporation has paid a grand total of $150,000
[2(A), 2(B), 2(C)] the seller will execute and deliver all documents
to assign and transfer to XYZ Corporation ownership and title to the
patents.
“4. The XYZ Corporation has a fiscal year ending October 31.
“5. At October 31, 1959, no gallonage or machines were sold. At
October 31, 1960, no gallonage or machines were sold. For the period
January 1, 1961 through October 31, 1961, 100 machines had been
sold and 10,000 gallons had passed through the machines. Payments
had been made to seller as follows:
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Date
Paid
2/ 5/59
6/15/59
1/20/61

Amount
Paid
$ 5,000
20,000
30,000

10/31/61

5,000

10/31/61

200

10/31/61

2,500

638

as per 2(A)
—Charged to Liability
as per 2(A)
—Charged to Liability
minimum guarantee for
year ended 12/31/60
to cover items 2(B)
and 2(C)
—Charged to Prepaid
Royalty
as per 2(A)—computed
as 100 machines @ $50—Charged to Liability
as per 2(B)—10,000 gals.
@ 2¢
—Charged to Expense
as per 2(C)—100 ma
chines @ $25
—Charged to Expense
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“6. The proposed treatment of the items above on the 10/31/61
balance sheet is as follows:

Assets
Patent Cost
Less accrued amortization
(33/131.5 X $50,000)
Book Value
Prepaid Royalty Expense
(Payment made 1/20/61 under
minimum guarantee for 1960)

$50,000

12,548

$37,452

30,000

Liabilities

Patent Cost Payable
Computed as follows:
Total
Paid 2/ 5/59
$ 5,000
6/15/59
20,000
5,000
10/31/61
Balance due

$20,000
$50,000

30,000

$20,000

Note to Balance Sheet: $30,000 payment per annum is guaranteed
under terms of contract covering purchase of patent. Such payment
is due December 31, 1961, payable January 20, 1962. No liability for
same is included in above balance sheet.
Queries
“1. Inasmuch as the $30,000 minimum annual guaranteed pay
ment does not accrue until December 31, is it proper not to prorate
and include the liability in the balance sheet at October 31, 1961?
(The balance-sheet note indicates the facts.)
“2. Prepaid Royalty — $30,000. Inasmuch as this amount, under
the terms of the contract, may be used to pay future royalties, is this
the proper handling?”
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Our Opinion
Kohlers A Dictionary for Accountants (Prentice-Hall, Inc., Engle
wood Cliffs, N.J., 1957, at p. 424) defines royalty as:

Compensation for the use of property based on an agreed por
tion of the income arising from such use; as the periodic payment
to the owner of land for oil, coal, or minerals extracted; to an
author for sales of his book; to a manufacturer for the use of his
processing equipment in the production operations of another per
son.
Accordingly, since a royalty payment is basically a payment for a
license to use, we do not believe under the circumstances of this case
any royalties, in a technical sense, are involved. The fact that certain
payments are geared to gallonage and manufacture and sales of ma
chines, does not preclude them from being deemed installment pay
ments on the purchase price. It seems to us the particular payment
arrangement in question was predicated on smoothing the path for the
purchaser by allowing him to correlate certain payments with actual
sales revenues, with the additional stipulation that an annual $30,000
minimum payment must in any event be made. The “title” retained
by the vendor-transferor may be regarded as a “security title,” i.e.,
title retention to secure the purchase price. Our personal view of the
transaction is that all payments are made toward outright purchase
of the intangible in question, regardless of any terminology which
may have been used to describe such payments otherwise.
We would, therefore, account for this transaction as if a conditional
sale-and-purchase of the intangible is involved. This would require
the intangible’s being initially set up at the total purchase price
of $150,000, with a corresponding offset to a liability, a portion of
which is to be classified as non-current, according to the terms of the
contract. The intangible should then be amortized in ordinary course
over the remaining legal or useful life of the patent, whichever is
shorter, and actual payments made should be charged to the appro
priate liability account.
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Inquiry 639
Installment purchase of five-year insurance policy — should un
expired insurance be set up on one-year or five-year basis?
“Our question relates to the handling of unexpired insurance pre
miums and the liability for such premiums. As you are undoubtedly
aware, it has become a common occurrence for a company to procure
a five-year insurance policy and for the policy to provide for pay
ment of the premium in annual installments over the five-year term
of the policy. The first annual installment payment is generally larger
than the remaining four payments. Usually the policy can be termi
nated by the company at the end of any policy year without any
additional payment over and above the installment payment already
made.
“In setting up the unexpired insurance on this type of policy, is it
appropriate to consider the entire five-year term of the policy or to
consider only each year as involving a separate policy? We are also
interested in your opinion as to the handling of the related liability
for insurance premiums.
“In the event that you feel it is appropriate to set up the asset and
corresponding liability for the entire five-year term of the policy,
we would also appreciate your opinion as to what portion should be
shown in the current asset or liability section of the balance sheet
and what portion should be shown in the other liability section of the
balance sheet.
“We would be interested in getting your opinion or references to
current literature that take up this problem.”

Our Opinion
The specific questions you raise have not been discussed in any
of the Institute’s official bulletins, and we are not aware of any
discussion of them elsewhere in the literature.
There is a difference of opinion among our associates at the Insti
tute with whom we have discussed the problem, and, frankly, although
we are personally inclined to favor treating each year’s annual install
ment as a separate purchase of insurance coverage on the ground we
may be dealing here with a so-called “divisible” or “severable” con-
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tract, we have not been able to come to any firm conclusion as to
which treatment is proper to the exclusion of the other.
One view of the transaction emphasizes that a contract for the
purchase of five years’ insurance coverage has been entered into with
a corresponding liability — especially when considered from a goingconcern standpoint — for the payment of the total installment pre
miums. Accordingly, it is contended, the total installment premiums
paid and to be paid should be set up as unexpired insurance and a
corresponding amount, reduced by the initial advance installment
payment, should be reflected as a liability for premiums payable. The
portion of the total premium payments to be made, representing the
actual prepayment, might properly be classified as a current asset
for balance-sheet purposes in accordance with paragraph 4 of chapter
3A of Accounting Research Bulletin No. 43 (AICPA, 1953). Inasmuch
as the initial installment has been paid at the inception of the trans
action, the remaining liability should be classified as non-current at
that time since no portion thereof need be paid within a year of the
balance-sheet date.
Those adopting the foregoing viewpoint would make no distinction
in the manner of accounting for the purchase of insurance whether the
purchase was made under the arrangement described in your letter or
under the so-called “Stevens Plan” arrangement whereby a bank ef
fectively extends a loan to the prospective insured but pays the pro
ceeds of the loan directly to the insurance company for the purchase
of the policy.
Carman G. Blough indicates at pp. 209-10 of his book Practical Ap
plications of Accounting Standards (AICPA, 1957) that the company’s
liability on the bank loan should be reflected in the full amount not
withstanding the fact that the loan obligation is fully secured or col
lateralized by pledge of the policy.
In cases where the “Stevens Plan” of financing the purchase of
insurance coverage has been used, we have heretofore taken the
position that “the cost” of the policy is the sum of the down payment
plus the amount of the note payable to the bank. Such cost should
be set up as prepaid insurance (offset by credits to cash and notes
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payable) and prorated over the period of the benefits. Of course, for
balance-sheet classification purposes, the portion of prepaid insurance
to be amortized and the portion of the note payable to be liquidated
in the forthcoming year, should be shown as current asset and cur
rent liability, respectively.
However, in answering two letters in the past which raised the
same question you now raise and in both of which our correspondents
took the view that each year’s payment involved the purchase of a
separate policy, we were inclined to draw a distinction between (1)
the “Stevens Plan” involving an actual prepayment to the insurance
company of the loan proceeds and (2) the annual installment pay
ment plan. We agreed with our correspondents’ views as to the ap
propriate accounting treatment to be accorded the transaction and
stated our position, in part, as follows:
As for the accounting procedure to be followed in connection
with the second type of financing plan which you describe —it
seems to us that, apart from the fact the insured has agreed to
give the insurance company business covering a five-year period,
the transaction is just the same as if the insured purchased a oneyear policy at the beginning of each of the five years. The only
difference is that the insured purchases coverage in the second,
third, fourth, and fifth years at a discount. Accordingly, we agree
with you it would “not be necessary to show a separate liability for
the unpaid premiums of future years....”
The generally accepted basis for the original charge made to a
fire or hazard insurance account on the books of an insured is the
amount of premium paid in advance. Subsequent adjustments usu
ally apportion the premium over the period covered on a straightline basis. Also, the common acceptation of the term “unexpired
insurance” is that it represents the portion of insurance cost ac
tually incurred which is applicable to operations during a period
of protection subsequent to the balance-sheet date. Furthermore,
although it may be customary to disclose material commitments
or contracts-to-purchase in footnotes to financial statements, it is
not the generally accepted practice to enter such commitments or
contracts-to-purchase in the regular books of account, unless only
in memorandum entry form.
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Finance Companies (Unearned
Discount and Interest et a/.)

Inquiry 640
Small loan company — understatement of bad debt expense and
interest income
“We have been requested to prepare an audit for a finance com
pany making both collateralized and non-secured loans. In examining
the methods of accounting used by this client, we find that they have
consistently followed a practice which results in reducing their gross
income and their bad debt chargeoffs. An example of the procedure
used when making a loan follows:

Notes Receivable
Deferred Interest
Provision for Bad Debts
Cash

$1,000
$ 90
10
900

“If the note proves to be uncollectible, entry is made as follows,
assuming that $900 of this note had been collected and $100 must
be charged off:

Deferred Interest
Provision for Bad Debts
Notes Receivable

$ 90
10

$100
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“However, if less than $900 is collected, then the difference or
cash loss is charged to Provision for Bad Debts. Thus if $890 were
collected, the entry would be:
Deferred Interest
Provision for Bad Debts
Notes Receivable

$ 90
20

$110

“At the close of the year a determination is made of the adequacy
of the allowance for bad debts. If the allowance for bad debts re
quires an increase, the entry is:

Bad Debt Expense
Allowance for Bad Debts

$ xxx

$ xxx

“If the provision for bad debts requires a decrease, the entry is:
Allowance for Bad Debts
Interest Income

$ xxx

$ xxx

“We feel that this method of reporting understates the amount of
bad debt expense and the interest income, and therefore we would
appreciate your advice as to the propriety of these entries even if con
sistently maintained, and the extent of disclosure, if any, which should
be made when issuing an audit report for this company.”

Our Opinion
In our opinion, the procedure used by the finance company when
initially recording and in subsequently accounting for loans, is con
trary to generally accepted accounting principles. The client is setting
up its allowance for bad debts partially by means of a direct adjust
ment of deferred gross revenue (unearned discount or interest). This
practice, as you say, understates the amounts of bad debt expense and
deferred interest income which are reflected in income statement and
balance sheet, respectively.
If a company were charging more than the legal rate of interest
allowed on small loans, it seems to us that such fact might well be
camouflaged by understating the deferred interest income account
in the balance sheet in the manner described.
From a reporting standpoint, we believe you should disclose the
inquiry:
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practices followed and take an exception thereto on the ground of
non-conformity with generally accepted accounting principles, re
gardless of whether such practices are consistently maintained.
Whether or not you would have to go beyond this and either qualify
your opinion on the over-all representations in the statements or ex
press an adverse opinion thereon, would depend considerably on
whether the final figure of net income is materially distorted from what
it would be if a generally accepted method were followed and whether
such effect can be accurately measured and disclosed. It may be that
the final figure of net income is not appreciably distorted by this
method, and, accordingly, that the exceptions in your report may be
confined to the practices in question and resultant understatement of
the specific accounts involved.
After perusing the examples of entries in your letter, a further
question arises in our mind as to why, if the loans call for periodic or
serial payments, the client does not amortize the deferred interest
income over the loan periods or average loan period involved. The
examples of entries in your letter appear to indicate that the client
is following a “cost-recovery method” of recognizing interest income
on an individual loan.

Inquiry 641
The “old shell game” — overstatement of sales and understate
ment of “carrying charges” or interest
“I have a corporation client which is in the shell-homes construction
industry. The parent corporation has a wholly-owned subsidiary fi
nance company. The accounting problem that I have with these two
companies relates to sales shown by the consolidated statement of
earnings of the companies.
“The majority of sales made by the parent corporation are financed
for the customer on mortgage notes showing the parent corporation
as mortgagee. These notes include the cash price of the house plus
interest and carrying charges of 11 per cent add-on per year. The
mortgage notes do not state the interest rate nor the principal amount
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being financed; they show only the amount to be repaid each month,
the number of payments to be made, and the total amount of the
payments.
“The parent company then sells these notes to its subsidiary finance
company for an amount equal to the cash price of the house. How
ever, on recording on its books the sales entries relating to financed
sales, the sales price is considerably higher than it would have been
had it been a cash transaction.
“I will illustrate the problem by the following hypothetical example:
Mr. Jones buys a house that has a cash price of $5,000. He may pay
cash for this house, or he may have the company finance it for him
for 12 years at 11 per cent add-on per year. He chooses to finance the
sale, in which case he will have to pay back $11,600 ($5,000 plus
$6,600 interest and finance charges). The company believes that, since
the note does not state the amount of the interest rate, they are justi
fied in discounting the face amount of the note back to its present
value by using a reasonable rate of interest and they feel that a nomi
nal rate of 5.3 per cent would be correct.
“By using this rate, the sales price would then be computed as
$7,090 ($11,600 divided by 1.636). This denominator of 1.636 is ob
tained as follows: 1.00 (principal) plus .053 times 12 years. The
difference between this sales figure ($7,090) and the amount the
subsidiary pays for the note ($5,000), which is equivalent to the cash
price of the house, is treated as a discount on the parent’s books. This
discount is eliminated on consolidation against the subsidiary’s de
ferred income account. (This deferred income account is the differ
ence between the face amount of the note and the amount the sub
sidiary paid for the note.)
“My position is that the sales price shown in the accounts should
be the same whether it is a cash transaction or a financed one, taking
for granted that all other things are equal; and that there is no inter
company discount that should be eliminated.
“The company thinks otherwise and its reasons for this are:
(1) the sales price of a house that is financed necessarily is higher
than one that is sold for cash, in order that immediate costs relating
to servicing the account may be recovered, (2) the subsidiary has a
history of selling part of these mortgage notes to a non-related in
surance company for an amount slightly higher than the consolidated
sales amount (in the above example $7,090).
“I hope that the problem has been stated in such a way that you
will have enough information to form an opinion. The only point in
question is the method of recording sales amounts on financed trans
actions. All other problems (assuming the company’s position is corinquiry:

641

1845

rect) relating to deferred income taxes, earned interest charges, etc.,
on the consolidated statements can be resolved by us.”

Our Opinion
In our opinion, the parent corporation’s procedure in recording
sales of financed shell homes and the treatment whereby the “dis
count” is eliminated in consolidation against the subsidiary’s unearned
discount or unearned carrying charges account, are unwarranted and
improper from the standpoint of generally accepted accounting prin
ciples.
It seems to us the mere fact that the mortgage notes do not state
the amount of the interest rate is irrelevant in justifying the procedure
of “discounting the face amount of the note back to its present value
by using a reasonable rate of interest.” Frankly, our personal reaction
is that the procedures in question are basically a bit of mathematical
legerdemain which effectively overstates “sales” revenues and under
states the true amount of carrying charges or interest (the “time-price
differential”) both in the consolidated balance sheet and in the con
solidated income statement. Also, if it is permissible to say so, we
have some difficulty in believing that “immediate costs relating to
servicing the account” can exceed $2,000 (two-fifths of the cash price
of the house). The second reason cited in the next to last paragraph
of your letter is not determinative of the proper accounting treatment
to be employed by the parent corporation; it is merely indicative of
the amount of interest or discount the insurance company in question
is willing to accept as a return on its purchases of mortgage notes or
commercial paper.
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Addendum

Assuming the parent corporation is recording and reporting its
financed sales of shell homes on the accrual basis, we believe the
parent is presently making the following entries:
1. Dr. Mortgage Note Receivable
$7,090
Cr. Sales
2. Dr. Cost of Sales*
$3,500
Cr. Accumulated Construction Cost of
Shell Home
*—assumed cost
3. Dr. Cash
$5,000
“Discount”**
2,090
Cr. Mortgage Note Receivable
**—eliminated in consolidation against
the subsidiary’s deferred income account

$7,090

$3,500

$7,090

The subsidiary finance company presumably records acquisition
of the mortgage note as follows:
4. Dr. Mortgage Note Acquired
$11,600
Cr. Cash
$5,000
Unearned Finance Charges***
6,600
***—reduced by the parent’s “discount” in consolidation

The foregoing inflates the gross profit on sale of the shell home
and deflates the finance charges.
In our opinion, the subsidiary should continue to record its acqui
sition of the mortgage note in the same manner, but the parent should
record entries “1” and “3” above as follows:
1. Dr. Mortgage Note Receivable
Cr. Sales
3. Dr. Cash
Sales Adjustment
Cr. Mortgage Note Receivable

$11,600

$11,600
$ 5,000
6,600
$11,600

Then, upon consolidation, the gross profit on the net sale would be
reflected as $1,500 (instead of $3,590) and the unearned finance
charges as $6,600 (instead of $4,510).
INQUIRY:
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Inquiry 642
Capitalizing operating losses of acquired finance companies as
“development” costs
“We are a moderately sized ($2.8 million capital funds — $7 mil
lion retail receivables) loan and finance company. We have embarked
on an expansion program which will double the number of our branch
operations. Each branch is organized as a wholly-owned subsidiary,
and we do not file a consolidated Federal income tax return.
“We have noticed that many of the larger loan and finance com
panies employ the practice of showing as an asset ‘unamortized de
velopment expenses of new branch offices.’ Notwithstanding the rela
tive merits and the theoretical justifications of this practice, we find
it employed by an increasing number of companies, especially those
who show a significant number of new branch openings. Could you
possibly direct us to any authoritative texts or articles which discuss
this matter?
“We are especially concerned about how the development costs
should be written off. Are all subsequent profits credited to this ac
count until the ‘costs’ are absorbed (this method could leave the
‘costs’ on the balance sheet for years or could write off the loss in less
than one year)? Another method would be to amortize the ‘costs’ over
a fixed period which raises two problems:
1. How many years should be employed on the writeoff, and is a
straight-line method preferred?
2. What month-end establishes the cost (or operating loss) figure
which is to be amortized? Arbitrarily it could be:

a. The fiscal year-end
b. The month-end immediately preceding:
i) The first profit-month
ii) The first two consecutive profit-months.”

Our Opinion
Personally, in the factual circumstances of this particular type of
case, we have considerable reservations concerning the general ac
ceptability of either the “cost-recovery method” as described in the
third paragraph of your letter or the method of arbitrary amortiza-
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tion over a fixed period. In any event, we believe the answer to your
specific questions would necessarily have to be based on arbitrary
policy decisions. We are inclined to look upon the term “unamortized
development expenses of new branch offices” as a euphemistic desig
nation for “initial operating losses.” One might be tempted to ask
which is worse: to exclude a subsidiary from a consolidation because
it reflects an operating loss or to give asset status to the operating loss
of a subsidiary in a consolidated statement?1

Inquiry 643
Deferral of initial net losses of newly-opened branch loan office
“We have a client who has approached us concerning the accept
ability of the usage of a method of accounting which as far as we can
determine is peculiar to the consumer finance or small loan industry.
The method simply stated is this:
(a) To defer the net losses incurred during the first twelve months
of operations or to the first profitable month, whichever occurs
first, of a newly-opened branch loan office. These deferred charges
would then be amortized over a five-year period commencing
with the first profitable month or the end of the first twelve
months of operations.
(b) To defer to future periods, as the cost of acquiring new cus
tomers, a portion of the cost of a bulk purchase of notes or a
branch office location of a competitor. This cost would be amor
tized over five years and would approximate the portion of the
notes purchased which are uncollectible, thereby, reducing cur
rent bad debt charges against income.

“As research information concerning this subject is limited in our
1 Carman G. Blough has unequivocally set forth his position on this matter in two
items appearing in his column, one entitled “Capitalizing Initial Operating Losses”
and the other entitled “More on Capitalizing Initial Finance Company Operating
Losses.” These items appeared in the September, 1959 and January, 1960 issues of
The Journal of Accountancy, at pp. 73-4 and 79-80, respectively.
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local area, we should appreciate your help in the solution of the fol
lowing questions:
“1. Is the method described above an acceptable means of deter
mination of income in the consumer finance industry?
“2. If the method is an acceptable one in the consumer finance in
dustry, how widespread is its use?
“3. Assuming that the method is an industry practice, does it con
form to generally accepted accounting principles as we know them in
the accounting profession?
“4. In the event that the method is an acceptable industry practice,
may we rely on the industry acceptance of the procedure as a basis
for an expression of an opinion on the fairness of the financial state
ments if such a method were adopted for use by our client?”

Our Opinion
Previous correspondence which we have had with other Institute
members rather clearly indicates that the practice of deferring and
later amortizing initial operating losses of newly-opened branch loan
offices is a fairly prevalent practice in the consumer finance industry.
The fact that the formulas described in your letter and in our two
previous correspondents’ letters are practically identical as well as
the fact that the letters come from widely separated places in the
United States, suggests not only that the formulas may have had a
common source and inspiration but that the practice of deferring ini
tial operating losses is not confined to one geographical area.
Regarding your fourth question, in our opinion, even though a con
siderable segment of an industry follows an accounting practice, such
practice does not ipso facto conform with generally accepted account
ing principles. We gather the impression from your enclosure that
several reports for this type of finance company, submitted to the
SEC were not qualified by the auditors. Evidently, then, some ac
countants feel that the practice in question is in conformity with
generally accepted accounting principles; either that, or they deemed
the deferred losses to be immaterial in the total picture.
Our opinion on method “(a)” described in your letter (and on
your fourth question) is set forth in the correspondence directly fol-
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lowing this. Based on what we have stated there, we believe a succinct
explanation of the client’s treatment of initial operating losses of
newly-opened branches should be given, say, in a separate second
paragraph of a short-form report. The effect of the deferral on in
come for the year should also be indicated, and the fact that a number
of companies in the consumer finance industry follow a similar prac
tice may be indicated. Then, an exception with respect to the par
ticular treatment should be taken in the opinion paragraph of your
report.
Regarding method “(h)” briefly described in your letter, if the cost
of the bulk purchase of notes represents the sum total of the unpaid
balances of the notes acquired, such cost, i.e., the unpaid balances
should be set up, and after an analysis of probable collectibility, cer
tain notes should then be written off as uncollectible, or a special pro
vision for the acquired notes deemed uncollectible should be made
and allowance for uncollectible notes credited. Prospective losses due
to uncollectibility should be immediately recognized.
It is not clear from your letter whether the “purchase of ... a
branch office location of a competitor” involves the acquisition of a
building or of a lease. If a building, the cost (i.e., purchase price)
should be depreciated; if a payment for a leasehold is involved, the
cost should be amortized over the remaining term of the lease. If a
payment were made to a competitor for an agreement not to compete
at a certain location, we believe the cost of the non-competition agree
ment might properly be amortized over the period of years covered
by the agreement.

Inquiry 644
A. Losses incurred by small loan company in new branch offices
B. Bibliography — small loan companies
“A small loan company has recently changed its accounting treat
ment of losses incurred during the first year of operation in new
branch offices. The first twelve months’ loss of the new office is to be
deferred, and a provision for deferred income taxes recorded. This
deferred ‘development expense’ will be written off ratably over the
inquiry:
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ensuing three years. At the end of the company’s current fiscal year,
six months’ losses of one new office have been deferred. Amounts in
volved follow:

Current Assets
Total Assets
Capital Stock
Earned Surplus
Gross Fees for Year
Profit before Income Taxes
Income Taxes
Profit after Income Taxes

Including Deferral

Without Deferral

$775,000
791,500
133,000
31,500
162,000
13,300
4,400
8,900

$775,000
788,000
133,000
29,100
162,000
9,800
3,300
6,500

“We recognize that lack of consistency must be disclosed in the
opinion. The important question is whether or not this accounting
treatment for the losses of a new branch office conforms with generally
accepted accounting principles. A recently-published report of a
small loan company in which a similar change was made contained
an unqualified opinion, but the amounts involved were not as material.
However, we feel that the deferral of operating losses may well be
a departure from generally accepted principles.
“We would appreciate your comments and opinion as to the pro
fession’s position on the operating losses of the new small loan branch
which we have described—also, any pertinent references to accounting
and auditing for small loan companies to which you may call our
attention.”

Our Opinion
When essentially the same question was raised with us by another
Institute member on a prior occasion, we replied as follows:
“The accounting policy described in your letter whereby initial
losses of new offices opened by a small loan corporation are capital
ized as ‘Deferred Development Costs’ and are accumulated in each
office either until the month in which a break-even point is reached
or until a two-year period has expired, whichever is sooner, and are
then amortized over a period of 60 months, sounds neat and syste-
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matic. However, in our opinion, it is contrary to generally accepted
accounting principles. One of the major objectives of accounting is
the proper determination of net income through the process of match
ing applicable costs and expenses against revenues. In line with this
objective, where practicable, costs and expenditures which reasonably
may be deemed to benefit future periods should be apportioned to the
periods involved. However, the principle of deferment does not, in
our opinion, extend to deferring initial operating losses, or any other
losses for that matter. Once a business commences operations, it either
experiences operating profits or sustains operating losses (or breaks
even), and the financial statements should portray the facts as they
occur. Typical and normally recurring operating costs of the business
are properly chargeable to the period in which incurred irrespective
of the extent to which they are offset or counterbalanced by earned
revenue.
“We believe the following excerpt from Montgomery's Auditing
(Ronald Press Co., N.Y., 1957, at p. 296) is sound authority for the
foregoing conclusions:
Many new businesses require several years to become firmly
established. Net operating losses in these first few years have
sometimes been capitalized as goodwill on the theory that operat
ing expenses in excess of income were in reality development ex
penditures essential to the establishment of a steady patronage and
the good name of the concern. In general, this practice should be
condemned. If specific expenditures can be identified with build
ing future business and prestige, it is permissible to treat them, to
that extent, as deferred charges. To capitalize net losses arbitrarily
as goodwill, even during the initial stages of an enterprise, usually
is misleading.
“References dealing with the accounting and auditing for small
loan companies are relatively scarce.1 A relevant passage from the
1 But see the following (esp. items 3, 6, and 7 which discuss the matter at issue):
1. Case Studies in Auditing Procedure No. 12, A Medium-Sized “Small Loan” Com
pany; An Electronic Equipment Manufacturer (AICPA, 1958).
2. “Small Loan Companies” (Part I of chapter 4 of Baily’s Specialized Accounting
Systems, John Wiley & Sons, Inc., N.Y., 1951, at pp. 71-82).
3. “Small Loan Company Audits,” by R. R. Hudson (in The Journal of Accountancy
for May, 1957, pp. 42-5).
4. Uniform System of Accounting for Personal Finance Companies (prepared by
Lybrand, Ross Bros. & Montgomery for American Assoc. of Personal Finance
Companies, 1951).
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article entitled ‘Small Loan Company Audits,' by R. R. Hudson (op.
cit. in footnote), is as follows:
A rather frequently encountered practice in small loan account
ing is that of capitalizing initial losses as “Deferred Development
Costs” and writing the amount off over some arbitrary period
such as five years. There is some theoretical justification for this
approach in the case of large chain companies which are regu
larly purchasing offices at a premium and opening others. The
initial losses of the “opened” offices are to them somewhat com
parable to premiums paid for purchased offices. However, it is ex
tremely difficult to understand how the initial losses of a one-office
or small chain company can properly be capitalized. Conversion
of a loss into an asset may make good reading, but it does not
necessarily make good accounting.
“What has been stated above does not apply, of course, to certain
types of pre-opening or organization costs. There may definitely be a
reasonable accounting basis for deferring and amortizing such costs.
Extraordinary pre-opening expenditures for legal and accounting
services, the cost of establishing an accounting system, for example,
may reasonably be spread over future periods. Incidentally, the ma
terial at p. 65 et seq. of Newlove and Garner’s Advanced Accounting
(D. C. Heath & Co., Boston, 1951, vol. 1) represents one of the best
discussions of ‘Organization Costs’ which we have seen in the ac
counting literature — especially the breakdown as to types of organiza
tion costs.”
5. Internal Control Procedure — Prevention and Detection of Fidelity Losses (Na
tional Consumer Finance Assoc., Washington, D.C., 1954, 33 pp.).
6. “Capitalizing Initial Operating Losses,” by Carman G. Blough (in The Journal of
Accountancy, Sept., 1959, pp. 73-4).
7. “More on Capitalizing Initial Finance Company Operating Losses,” by Carman G.
Blough (in The Journal of Accountancy, Jan., 1960, pp. 79-81).
8. “Treatment of ‘Income Yet to Mature’ in the Accounts of Finance and Other
Companies” (in Chartered Accountant in Australia, Jan., 1960, pp. 380-1).
9. “Accounting Under Precomputation,” by R. R. Marshall (in Personal Finance Law
Quarterly Report, Spring 1960, pp. 62-4).
10. “Improved Operating Statements for Small Loan and Finance Companies,” by
V. G. Trivett (in Credit World, March, 1960, pp. 10-11).
11. “Examinations of Consumer Finance Companies,” by T. A. Haeussler (in L.R.B.
& M. Journal, Lybrand, Ross Bros. & Montgomery, No. 2, 1960, pp. 53-9 — also
in The N.Y. CPA, Jan., 1961, pp. 38-42).
12. “Analysis of 1961 Year-end Composite Ratios of Installment Sales Finance and
Small Loans Industries,” by J. Russell Hanson (in Bulletin of the Robert Morris
Associates, June, 1962, pp. 359 et seq.).
13. “Ratios of the Installment Sales Finance and Consumer Finance Companies,” by
Ray H. Matson (First National Bank of Chicago, Feb., 1961, 39 pp.).
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Inquiry
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A. Recording purchase of retail installment contracts by sales
finance company
B. Bibliography — sales and commercial finance companies

C. Methods of computing earned and unearned discount
D. Balance-sheet presentation of unearned interest or discount
“I should appreciate your cooperation in assisting me in the follow
ing accounting problem which has arisen in my practice:
“I have been engaged to set up accounting procedures, and to audit
the records, of a newly-established small consumer credit corporation.
This company will purchase retail installment contracts from dealers
in appliances, furniture, etc. These contracts include the selling price
of the merchandise, plus a carrying charge and less a down payment
(on occasion there is no down payment). Arrangements are made
with some retail dealers to set aside a reserve for them based upon
the paper purchased, which is paid to them only when the contract
is paid in full.
“In many cases, the installment contracts are purchased from the
dealer at a discount. In other words, if the selling price was $100 and
the carrying charge was $20 and there was a down payment of $30,
the resulting paper of $90 is purchased from the dealer for only $75.
“My questions are these:

“1. What is the basic entry when the installment contracts are
purchased? Is it —
Debit Installment Contract Receivable
Credit Cash
Credit Unearned Discount

$100
$75
25

in the above-noted illustration? If not, what is the correct entry?
“2. What is the basic entry for setting up the dealer reserve?
“3. How do we determine the actual earned income monthly?
What is the correct terminology of the earned income account (Dis
counts Earned or Interest Earned or what)? Is each individual con
tract so computed, or are only the totals so computed? Is there a
formula therefor?
“4. If the dealer is reimbursed by the finance company in an
amount equal to the selling price of the merchandise less the down
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payment, the unearned discount would, I assume, be the difference
between the amount of the contract and the amount of the payment
made to the dealer. For example:
Sales Price
Down Payment
Balance
Carrying Charge

$500
100

400
80

Contract Amount
Payment Made by Finance Company to Dealer

$480
400

Unearned Discount

$ 80

Is this correct?
“If, however, this dealer sells the paper to the finance company for
only $300, how is the $100 difference treated on the books of the
finance company? Is it credited to the unearned income account just
as though it was an additional carrying charge? Such transactions
arise whenever the dealer is anxious to dispose of paper which is not
of good quality from a credit point of view.
“Are there any books, pamphlets or other records available which
I may read to set up the internal record keeping of such finance
company?”

Our Opinion
1. Regarding your question No. 1, we believe your entry is in
correct — the Installment Contract Receivable debit should be $90,
and the Unearned Discount credit should be $15. In other words, the
finance company, on the date the contract is acquired, should measure
the receivable at the balance payable on the contract. The balance
payable on the contract, of course, generally comprises the carrying
charge plus the unpaid balance of the sales price.
2. If a dealer’s reserve of, say 10% of the finance company’s pur
chase price were withheld in your first example, cash would be
credited $67.50, Dealer’s Reserve $7.50 and Unearned Discount $15.
3. From our perusal of the limited amount of literature on this sub
ject, we believe it is common practice to designate the earned income
account as Discounts Earned, or some similar title. For example, in
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Case Studies in Auditing Procedure No. 12, A Medium-Sized
“Small Loan” Company (AICPA, 1958), the financial statements at
pp. 12-14 use the terms “Unearned discount on retail installment con
tracts” and “Earned discount on retail installment contracts” in the
balance sheet and in the income statement, respectively.
Regarding procedures used in computing earned and unearned dis
count or interest at the end of a fiscal period,1 we have collected
some illustrative materials and are presenting same directly following
this reply.
Also presented there is some material dealing with the proper
balance-sheet presentation of unearned discount. In this connection,
we note that in the balance sheet contained in the previously-men
tioned Audit Case Study No. 12, an account entitled “Unearned dis
count on retail installment contracts and amounts due to dealers” is
deducted on the asset side from the total of Loans Receivable.
4. Regarding your questions under No. 4, we agree that the
answer to the first problem is Unearned Discount of $80. The answer
to the second problem is, as we see it, Unearned Discount of $180.2

1 It should be noted that over the years this question has been posed to the Institute’s
Technical Information Service perhaps more frequently than any other single question.
2 a) For references dealing with small loan or personal finance companies, see footnote
1 in the correspondence directly preceding this correspondence,
b) For literature on accounting and auditing for sales finance companies (i.e., com
panies primarily engaged in buying consumer installment contracts from automo
bile, equipment, or appliance dealers) see the following:
1. “Finance Companies” (Part II of chapter 4 of Baily’s Specialized Accounting
Systems, John Wiley & Sons, Inc., N.Y., 1951, at pp. 82-98).
2. “Tax Accounting for Automobile Sales Finance Companies,” by Cyrus Lewis
(in J. K. Lasser’s Handbook of Tax Accounting Methods, D. Van Nostrand
Co., Inc., N.Y., 1951, at pp. 157-61).
3a. Instalment Sales Financing: Its Services to the Dealer
b. Financing the Instalment Purchases of the American Family
(Studies in Consumer Credit Nos. 2 and 3, by C. W. Phelps, published by
Commercial Credit Company, Baltimore, 1953-54).
4. “Income Determination by Sales Finance Companies,” by Johnson and Gregory
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(in University of Chicago Journal of Business for April, 1953, at pp. 125-32).
5. “Sales Finance Companies,” by W. F. Gaunitz (in Nov., 1949 issue of Bulletin
of the Robert Morris Associates. For the “Finance Company Questionnaire,”
widely used by banks in developing information on Sales Finance Companies,
write to Cadwallader & Johnson, 225 West Huron St., Chicago 10, Ill., and
order Robert Morris Associates Form No. C-118).
6. “Examinations of Consumer Finance Companies,” by T. A. Haeussler (in
The N.Y. CPA for Jan., 1961, pp. 38-42).
c) References dealing with commercial finance companies (i.e., companies primarily
engaged in making loans and advances to manufacturers and wholesalers, the
collateral security therefor being in the form of a pledge of the borrowers’ ac
counts receivable, chattel mortgages on machinery and equipment, or the pledge
of merchandise inventories held in public or field warehouses) are as follows:
7. “Commercial Finance Companies,” by H. L. Goldstein (chapter 12 in Encyclo
pedia of Accounting Systems, Williams and Doris, eds., Prentice-Hall, Inc.,
Englewood Cliffs, N.J., 1956, pp. 319-41).
8. “Accounting for Finance Companies,” by S. S. Berdon (in J. K. Lasser’s Hand
book of Accounting Methods, D. Van Nostrand Co., Inc., N.Y., 1954, pp. 40515).
9. Accounts Receivable and Inventory Financing, by W. S. Seidman (Masterco
Press, Ann Arbor, Mich., 1957, 147 pp., plus Forms A through Z and AA
through JJ).
10. “Accounting Aspects of the Commercial Finance Company,” by S. L. Goldstein
(in The N.Y. CPA for Feb., 1950, at pp. 75-84).
11. Case Studies in Auditing Procedure No. 10, A Smaller Commercial Finance
Company (AICPA, 1956).
12. Role of Factoring in Modern Business Finance (Studies in Commercial Fi
nancing No. 1, by C. W. Phelps, published by Commercial Credit Co., Balti
more, 1956).
13. “Financing and Factoring Accounts Receivable,” by T. H. Silbert (in Harvard
Business Review for Jan.-Feb., 1952, pp. 39-54).
14. Finance Companies and Factors, by W. S. Seidman (National Conference of
Commercial Receivable Companies, N.Y., 1949).
15. “Tax Accounting for Factors,” by G. J. Mayer (in Lasser’s Handbook of Tax
Accounting Methods at p. 336 et seq.).
16. Law and Contemporary Problems (Duke University School of Law, Autumn,
1948). Complete issue devoted to various aspects of “Secured Commercial
Financing.”
17. Secured Transactions, by L. E. Denonn (Practising Law Institute, N.Y., 1963,
328 pp.).
18. “Accounts Receivable Financing: A Legal and Practical Look-See,” by M. P.
Kupfer (in the November and December, 1956 issues of The Practical
Lawyer).
19. Employees’ Manual on Methods and Operations [Commercial Finance Com
panies and Factors] (National Commercial Finance Conference, Special Bul
letin No. 2, N.Y., 1956).
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Excerpts from Correspondence Regarding
Computations of Unearned Discount or Interest
"A typical loan might be:

Cash loan
Interest included in note (10% of loan)
Total note to be repaid in 12 monthly installments
of $10.00

$109.09
10.91
$120.00

"On the above loan the effective rate is 18%, or 1½% per month. If the
interest is considered as earned at that rate with each installment payment,
earnings would be as follows:
Principal

Interest Earned to Date

Payment

Balance

Amount

Per cent

Amount

1
2
3
4
5
6
7
8
9
10
11
12

$109.09
100.73
92.24
83.62
74.87
65.99
56.98
47.83
38.55
29.13
19.57
9.86
-0-

$ 1.64
1.51
1.38
1.25
1.12
.99
.85
.72
.58
.44
.29
.14

15.03
13.84
12.65
11.46
10.27
9.07
7.79
6.60
5.32
4.03
2.66
1.28

$ 1.64
3.15
4.53
5.78
6.90
7.89
8.74
9.46
10.04
10.48
10.77
10.91

$10.91

100.00

Totals
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Per cent
15.03
28.87
41.52(3)
52.98
63.25
72.32(1)
80.11
86.71
92.03
96.06
98.72
100.00
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“Other information would appear as follows:
Deferred Interest

Payment

Note
Balance

Principal
Balance

Amount

1
2
3
4
5
6
7
8
9
10
11
12

$120.00
110.00
100.00
90.00
80.00
70.00
60.00
50.00
40.00
30.00
20.00
10.00
-0-

$109.09
100.73
92.24
83.62
74.87
65.99
56.98
47.83
38.55
29.13
19.57
9.86
-0-

$10.91
9.27
7.76
6.38
5.13
4.01
(4)3.02
2.17
1.45
.87
.43
.14
-0-

Per cent of
Note Balance

9.0909
8.427
7.76
7.089
6.412
5.728
5.0333(2)
4.34
3.625
2.9
2.15
1.4

“Assuming the notes at any time are one-half paid, the interest might be
calculated as follows:
Earned
Unearned

Total

72.32%
(1) of $10.91 = $ 7.89
5.0333% (2) of $60.00 =
3.02

$10.91

“Although considerable data is scheduled above for study, the
company’s records reflect for each note only the amount of the loan,
total interest or finance charges, total note payments, and note
balance. Therefore, unless rather detailed data is assembled, the in-
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terest unearned at any date must be calculated on the basis of the
total note balances. It might seem to follow from the above that un
earned interest at any date could fairly be shown as 5.0333% of the
total of corresponding notes receivable.
“Another CPA, however, contends that the best method is to ac
count for interest on a straight-line basis, with 1/12 of the $10.91, or
$.909, earned monthly in the example above. When the note is onehalf paid he would show:

Amount

Per cent

Interest

Total Charges
Payments

$120.00
60.00

100
50

$10.91
5.46

Total
Earned

Balance

$ 60.00

50

$ 5.45

Unearned

“His method is much more conservative, since if all notes were
one-half paid, he would account for only 50% of the interest, whereas
true interest earned to date would be 72.32% (1). If the notes were
one-fourth paid, he would account for 25% of the interest, whereas the
true interest would be 41.52% (3).
“Although 12 months is the usual length of the loans, some notes
are for other periods, such as 8, 15, 18, and 24 months. The factor
of 5.0333% of notes receivable for deferred interest of course would
therefore not be strictly accurate.
“Would it be advisable for the company to establish a policy of
deferring interest in the amount of 5% of notes receivable for purposes
of simplicity? The company has operated for less than a year, with
an ever-increasing number of loans, hence the notes at present are
probably not one-half paid, and the rate would result in an over
statement of earnings now but a more nearly accurate rate as loans
level out in succeeding years.
“Assuming certain facts, to date the company would show the fol
lowing under the two methods:
First Method —
Total interest
Unearned—5% of $200,000

Earned
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Second Method —
Total notes made
Collections

Notes
Per cent
Interest
$270,000.00 100.00 $24,500.00
70,000.00
25.93
6,352.85

Total note balances $200,000.00

74.07

$18,147.15

Total
Earned

Unearned

“The two methods show earned amounts of $14,500.00 and
$6,352.85 respectively, but the true interest earned, with the notes
approximately one-fourth paid, would be about 42% of $24,500.00, or
$10,290.00.
“The company requires monthly statements and considers that their
preparation would be greatly simplified by using an arbitrary rate
based on outstanding notes to report as deferred or unearned interest.
Any other method would seem to require a detailed fisting of notes
and payments with earned and unearned interest figured for each
separate note (or for the total as in the second method above).
“If a note-by-note computation of earned and unearned interest
were desired, . . . The sum-of-the-digits method gives a fairly close
approximation. For example, the sum of 1 to 12 is 78, and when the
note is one-half paid (the sum of 1 to 6 is 21), the deferred interest
would be 21/78 of $10.91, or $2.94, as compared to the true deferred
interest of $3.02 (4).”

An article on “Sales Finance Companies,” by W. F. Gaunitz, ap
pearing in the November, 1949 supplement to the Bulletin of the
Robert Morris Associates states:

Various companies use various methods of establishing the
amount of discount to be deferred. Some set an arbitrary percent
age of the outstanding retail receivables that should remain in
unearned, say 6 per cent, but this method does not reflect into
earnings the true income as the applicable paper matures and
reflects too severely the variations in volume. The most common
method is the well-known 12/78ths plan of adding the digits cor
responding to the length of maturity of the paper and taking into
income that portion of the applicable unearned as the appropriate
fraction of the sum of the digits provides.... It is appreciated that
the discount is credited to income faster in the early months of
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the contract, but this additional income properly offsets the cost
of acquiring the contract.... Generally speaking the unearned in
come on the books of automobile discount companies varies from
6 to 7 per cent of the related retail receivables.

In “Current problems of finance company accounting” in the Sep
tember, 1946 New York Certified Public Accountant, it is stated at
p. 504:
... What shall be the basis for the spreading of the interest in
come over the life of the loan? Many ingenious methods have
been devised, some simple, some complicated. One method com
prehends the establishment of daily tables so that the interest
earned on a dollar of money outstanding can be readily computed
and journalized into the income account at periodic intervals.
Another method takes a simple average of outstanding balances
during a month and apportions the interest deducted on the basis
of the aggregate average outstanding balances.

Another method which has come to our attention is the following:
Interest, as and when collected, is credited to Interest Earned, and
the Unearned Interest is set up at the balance-sheet date by taking
the average of the beginning and ending months’ accounts receivable
balances and applying the interest rate thereto. The resulting amount
is then charged to Interest Earned and credited to Unearned Interest.

Letter
Earned

National Firm Regarding Methods
Unearned Discount

from
and

of

Computing

“Regarding the practices followed by finance companies in com
puting earned and unearned discount, both the small loan companies
and the consumer finance companies have this problem, although
apparently the problem is relatively more important in the case of the
latter type of companies.
“While the methods of computing earned and unearned discount are
not uniform as between the various companies, it seems probable that
the variations in method have produced results which are not so
widely divergent as to affect a reasonable degree of comparability.
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To compute unearned discount precisely, it seems to be necessary to
maintain supplemental records of all outstanding loans, by maturities
and interest rates. Since this is costly and time-consuming, some com
panies endeavor to arrive at approximately the same results as would
be produced through this precise method by the use of factors de
termined from analytical or statistical studies.
“We have not made an exhaustive study of the methods followed
by our own clients or other companies in this field. However, the
following practices are illustrative of those followed by certain of
our clients.
“One large company uses the precise method,’ computing the
unearned discount by the ‘rule of 78ths.’
“In another case the ‘effective rate’ method is used. Under this
method a predetermined rate is applied to the cash invested (loans
outstanding less unearned discount) at the beginning of each month
to compute the earned discount for the month. Refunds of unearned
discount on loans renewed or paid in advance are charged to un
earned discount since the predetermined rate gives effect to such
refunds.
“The rate to be used is determined statistically by a study of the
loans made both as to term and discount amount. The rates for each
category are weighted to give effect to the volume differences in ar
riving at the composite rate.
“By this method the amount of unearned discount taken into in
come is greater in the early months of the loan when the amount of
cash investment is greater and decreases in line with the decrease in
the loan balance.
“In a third case, earned discount is computed monthly by deter
mining the ratio of unearned discount to loans outstanding at the
beginning of the month and applying this rate to the collections for
the month, including the collections applicable to loans renewed or
paid in advance. Refunds of unearned discount on these loans are
charged directly to expense and are netted against earned discount
in the financial statements. By this method the amount of unearned
discount taken into income remains constant throughout the term of
the loan.”

For another reference discussing accrual and computation methods
for interest or discount on loans, see the NABAC Manual entitled
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Accrual Accounting (Natl. Assoc. of Bank Auditors and Comptrollers,
Chicago, 1959) at pp. 18-30 and 47-56. See also Neifeld’s Guide to In
stallment Computations (Mack Publishing Co., Easton, Pa., 1951).

The monthly computation of earned discount on retail installment
contracts is also discussed at pp. 17-18 of Case Studies in Auditing
Procedure No. 12, A Medium-Sized “Small Loan” Company (AICPA,
1958), where the following formula appears:
ED =

C

X D) - R.
B
The terms in the equation are:
ED = Earned discount.
C = Cash collections and renewals for the month.
B = Outstanding discounts (retail installment contracts)
at the first of the month.
D = Balance in the allowance for unearned discounts at
the first of the month.
R = Rebates — interest charges not collected on prepaid
retail installment contracts.

Comments Regarding the Balance-Sheet Treatment of Deferred
Interest or Unearned Discount of Finance Companies

A correspondent sets forth the pertinent facts and raises questions
as to proper balance-sheet presentation as follows:

“A finance company loans money to various debtors, secured by
collateral. The interest rate varies and is usually deducted from the
loan or charged to the customer at the time the loan is made. The
loans run from six months to two years and specify monthly or quar
terly repayments.
“At the balance-sheet date, the loans receivable aggregated
$1,000,000 and the unearned portion of the interest and service
charges to customers (computed on a pro rata daily or monthly basis)
aggregates $60,000.
“In preparing a balance sheet:
“1. Should this $60,000, which represents interest to be earned subinquiry:
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sequent to the balance-sheet date, be reflected as deferred income
following total liabilities and before the ‘capital’ section of the balance
sheet?
“2. Should it be included in current liabilities?
“3. Should it be reflected between current or long-term liabilities?
Or
“4. Should it be deducted from accounts receivable in the same
manner that the provision for doubtful accounts would be reflected?”

Our Opinion
In our opinion, discount on notes receivable or unearned discount
is a true contra or valuation account and should be deducted from
notes receivable when the latter are booked at their face value. The
face value of the (non-interest-bearing) note is thereby reduced to its
approximate “present realizable,” “fair market,” or “discounted” value.
There is authoritative support in accounting literature for this view.
First of all, we might mention that explicit approval seems to be given
to the practice of deducting unearned discount from receivables by
the following statement appearing in chapter 3A, par. 9, p. 23, of
Accounting Research Bulletin No. 43 (AICPA, 1953):

... Accounts receivable net of allowances for uncollectible ac
counts, and for unearned discounts where unearned discounts
are considered, are effectively stated at the amount of cash esti
mated as realizable.

The most straightforward statement that we have seen concerning
the questions raised is the following from M. B. Daniels’ American
Accounting Association monograph on Financial Statements (p. 162):
A special valuation account applicable to “non-interest bearing”
notes receivable is “unearned discount” or “discount on notes re
ceivable.” Upon acquisition the discount measures the interest
which is collectible at maturity, and the par amount of notes
receivable less the discount reflects the present or discounted
value. In practice “unearned discount,” which is a common item
on bank statements of condition, is almost always listed among
liabilities, while the notes receivable (or “loans and discounts”
in a bank balance sheet) to which the discount is applicable are
listed among assets at face, that is, maturity value. Unearned
discount does measure future interest revenue or income, but it is
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to be distinguished from the deferred income category of lia
bilities, being in no sense a liability.
Another authoritative publication favoring the offset treatment is
the Accountants’ Handbook (Ronald Press Co., N.Y., 1943, ed. Paton,
at pp. 436 and 438).
It should also be mentioned that Montgomery’s Auditing (Ronald
Press Co., N.Y., 1949, at bottom of p. 172) takes the position that

... Carrying or interest charges on installment accounts receivable
... deferred as unearned at the balance sheet date should be
classified in the balance sheet as a deduction from the receiv
ables ....

So we seem to be in good company! But what does generally ac
cepted practice have to say on the point?
A perusal of the statements of all the finance companies included
in Moody’s Banks—Insurance—Real Estate—Investment Trusts (1963)
reveals the following:
(A) 47 companies — Showed unearned “discount” or “income” as a
deferred credit (or long-term liability)
(B) 41 companies — Showed unearned “discount” or “income” as a
deduction from gross receivables.
(C) 63 companies — Showed a “net” receivable figure which (in
Moody’s summarized data) did not say whether or not un
earned income was deducted to reach the net figure. These
companies showed no item on the credit side of their balance
sheets which could be unearned income. Thus, it appears that
unless these companies had no unearned items — and this is
unlikely — the unearneds were deducted from gross receivables
as in (B) above.
Our impression, then, is that most of these finance companies prob
ably deduct unearned items from gross receivables but that this is
by no means a universal practice.
Diversity of treatment of this type of item also is evident among
some of the industrials. See examples in any of the several editions
of Accounting Trends and Techniques (AICPA).
Finally, we should mention that the Manual on Bank Accounting,
Auditing, and Operation issued by the National Association of Bank
Auditors and Comptrollers (1963 edition) provides for inclusion of
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unearned discount among the “Other Liabilities” in the recommended
form of balance sheet.
From what has been stated above, it appears that practice with
respect to the balance-sheet presentation of “deferred interest” or
“unearned discount” has been, and still is, in some respects, largely
a matter of one’s “paying his money and taking his choice.” Since the
item in question, as stated previously, appears to be in the nature of
a true contra or valuation account, and since a more conservative
balance sheet results from showing the item as a deduction from re
ceivables, that treatment is in our opinion not only desirable but
highly proper.

Inquiry 646
Consumer credit company — application of rebate to determine
effective cost of acquiring installment contracts
“Several weeks ago, I wrote to you relative to a client in the con
sumer credit field. I have one further question relative to this matter.
Most of the purchases of installment contracts by this client from re
tailers are made on a discount basis. In other words, if a sale is for
$100 and the credit charge is $20 so that the total contract price is
$120, the consumer credit company might purchase the contract for
$85. If the retailer is given a check for $85, the entries are selfexplanatory based on our previous communications.
“However, if the consumer credit company pays the retailer $100
(or complete payment without a discount) and the retailer refunds
to the consumer credit company $20, is such cash receipt to be
credited to unearned discount or to an income account? Such refund
might be made prior to, simultaneously with, or subsequent to the
purchase of the installment contract.
“The basic question, of course, is whether such monies are income
at the time of receipt or whether such monies are to be deferred.”
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Our Opinion
In our opinion, the rebate made by the retailer to the consumer
credit company under the circumstances described in the second para
graph of your letter, should be applied to reduce the gross amount
paid by the consumer credit company to the retailer when acquiring
the installment contract. Thus, the unearned discount to be recog
nized as income over the life of the contract, would be the difference
between the consumer credit company’s net payment and the total
contract price.1

Inquiry 647
“Investment method” of recognizing earned portion of discount
on purchased conditional sales contracts
“I have been engaged to perform an examination of the financial
statements of a so-called finance company which is engaged in buying
conditional sales contracts at a discount. If possible, I am to render
an unqualified opinion with regard to these statements.
“The company is a corporation, was organized in October, 1959,
and has adopted a September 30 fiscal year.
“The problem which confronts me relates to the amount of deferred
time charges which will be reflected in income. Instead of analyzing
each individual contract and recording the exact amount of ‘time
charges’ earned, the company proposes to establish a ratio for each
dealer from which it purchases paper’ as between the gross amount
of the conditional sales contracts and the total deferred time charges,
and apply this percentage to the balance of the unpaid notes receiv
able at the end of its fiscal year in order to determine the amount
which should be transferred from the deferred time charge account
to the ‘time charges earned’ account. For example, $100,000 paper
1 For a discussion of the proper accounting in a somewhat analogous situation, see the
item entitled “Improper Accounting for Discount on Mortgages Purchased” which
appeared in Carman G. Blough’s column in the December, 1953 issue of The Journal
of Accountancy (pp. 729-30).
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purchased from Dealer #1 through 9/30/60; $21,000 deferred time
charges; balance of notes receivable dealer #1 on 9/30/60 is $50,000;
21 per cent of $50,000 remains in the deferred income account (or
$10,500), and $10,500 is transferred to income after adjusting for the
minimum time charge of $10 for each account which is regarded as
earned at the time the contract is purchased.
“Would I be justified in rendering an opinion on the basis of such
an ‘average ratio’ if I tested the records and found that the formula
was applied on a substantially accurate basis and is consistently fol
lowed?”

Our Opinion
In our opinion, the treatment described in your letter is generally
accepted, and you would be justified in rendering an opinion on the
basis of such an “average ratio” if you tested the records and found
that the formula was applied on a substantially accurate basis and is
consistently followed. In this connection, you may be interested in
perusing the item entitled “Propriety of Using Dual Standard in
Reporting Income” which appeared in Carman G. Blough’s column
at pp. 56-7 of the June, 1955 issue of The Journal of Accountancy.
Note especially the statement that “Both the ‘rule-of-78’ method and
the ‘investment’ method of determining the respective amounts of
earned and unearned discount or interest at any balance-sheet date,
are generally accepted methods of accounting.” We believe the meth
od described in your letter is the same as the “investment method”
briefly described in the Journal column item.
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Inquiry 648
A. Savings and loan association — time of recognizing construc
tion loan “commissions,” as income
B. Evaluation of mortgage loans receivable
“Pursuant to our telephone conversation of this morning, there is
presented hereafter the factual situation which confronts this office
in connection with our independent audit of a Maryland savings and
loan association.
“This savings and loan association is currently under the jurisdiction
of a temporary receiver appointed by the Circuit Court on application
from the Attorney General of the state of Maryland. Counsel for the
receiver expects to file a petition to have the receivership made per
manent. It is anticipated that the officers and directors of the associ
ation will vigorously protest this action and that a hearing will be
held within the next fifteen days. Our firm was retained by the tem
porary receiver under authorization from the court, for the purpose
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of preparing a balance sheet as of July 31, 19.... in accordance with
generally accepted accounting principles.
“Two major accounting questions have arisen during the course of
our examination, both of which involve material amounts. The ac
counting treatment to be accorded these transactions will determine
the solvency or insolvency of the company.
“I. Construction Loan Commissions. The association had entered
into an arrangement to provide construction funds for two building
corporations. Mortgages and notes were executed by the building
corporations in an amount of $29,950 on each of eighteen separate
building lots. In consideration of providing the construction advances
the association was to be allowed a 10 per cent commission ($2,995)
on each mortgage plus 6 per cent interest on the amount of money
actually advanced. The association, therefore, would be called upon to
advance the sum of $26,955 on each loan or an aggregate of $485,190.
“As of July 31, .... the association had actually advanced $77,299.03 on these construction loans. The full 10 per cent commission
or $53,910 had been closed into income by journal entries debiting
the ‘Loans in Process’ account and crediting the ‘Loan Commissions’
account. The ‘Loans in Process’ account shows a balance as of July
31, .... of $407,890.97, arrived at as follows:

Original loan commitment
(18 X $29,950)
Less 10% commission

$539,100.00
53,910.00

Cash advances required
Less cash advances made through 7/31/—

$485,190.00
77,299.03

Balance to be advanced

$407,890.97

“Ordinarily financing institutions are required to exercise a sub
stantial amount of supervision over the builders in the case of con
struction advances to make sure that the investment of the mortgagee
in the construction-in-process does not exceed the net amount that
could be realized by the mortgagee from the real estate in the event
of a default by the builder and subsequent foreclosure by the mort
gagee. In this case, however, it appears that the building corporations
are related through common directors, officers, and/or stockholders.
We further understand that the advances made to date by the
association have covered only the acquisition of the unimproved lots
and that no actual construction has, as yet, commenced.
“Under the circumstances set forth above, we request your opinion
as to whether any or all of the 10 per cent loan commissions should
inquiry:
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be deferred to a future period and, if so, what the computational
basis of the deferral should be. Assuming for the moment that you
will find that conservative accounting principles would ordinarily re
quire a deferral of such income, do you think that independent ac
countants have the right to prepare a financial statement deferring
such commissions without the concurrence or authority of the board
of directors, since this would obviously be a departure from their pre
vious accounting method? Do you think that possibly the better
practice might be to present the statement as indicated by the books
and records and then take exception to the accounting treatment in
our audit report?
“II. Evaluation of Mortgages Receivable. Included among the
mortgage notes receivable of the association is a $48,800 mortgage
from one of the two building corporations referred to in Question I
above. Security for the note involved consists of first mortgages on
eight building lots aggregating slightly less than five acres. The as
sociation’s appraiser (not independent) valued the underlying real
estate at approximately $57,000. An appraiser appointed by the re
ceiver has submitted an appraisal of approximately $18,000 for the
entire parcel of land. There is, therefore, a possible deficiency of
security of approximately $30,000. We have been unable to obtain
a financial statement from the mortgagor (builder) or to otherwise
establish its financial ability to pay the apparent deficiency if called
upon. On the other hand, the building corporation is not under
jurisdiction of a court nor has it ceased operating.
“Under the circumstances, do you think that we are justified in
establishing a reserve for possible loss representing the difference
between the receiver’s appraisal and the amount of the association’s
investment in the mortgage, or any portion thereof?
“Assuming that you will find that a reserve for loss should be
established under good accounting principles, do you think that we,
as independent auditors, are justified in unilaterally setting up such
a valuation reserve or do you think the better practice would be to
show the mortgage as per the books and records and then take ex
ception in our audit comments?”

Our Opinion
I. In our opinion, it is improper and clearly contrary to generally
accepted accounting principles for the savings and loan association in
question to have transferred by July 31, .... the full “commission”
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on the original loan commitment (10 per cent of $539,100) from the
“Loans in Process” to the “Loan Commissions” account, thereby cur
rently recognizing $53,910 as income. It is a fair presumption that the
so-called “loan commission” is intended to represent consideration
(payable in the future) for the association’s making the construction
advances. Consideration paid or to be paid for the loan or use of
money has for time immemorial been called “interest”; interest is
properly accruable as income not in advance but as a function of time;
we submit that it is euphemistic to describe the 10 per cent differen
tial between the amount the lender is committed to advance over an
extended period of time and the greater amount (as evidenced by
the face value of the notes) which the borrower is committed to pay
back in the future, as a “commission.” Such “commission,” in our
opinion, both at the commitment date, and except for a minor portion
thereof, at the July 31 balance-sheet date, represents unearned dis
count, i.e., unearned interest. We personally do not believe it would
be proper at July 31 to reflect even 10 per cent of the $77,299 ac
tually advanced up to that date, as income. Fundamentally, the maxi
mum amount of the “loan commission” to be reflected as income at
July 31 in accordance with accrual-basis accounting would appear
to be an amount determined by multiplying the weighted average
amount advanced from commitment date to July 31 by the effective
interest rate implicit in the 10 per cent discount.
In connection with the questions raised in your letter, see the
booklet entitled Audits of Savings and Loan Associations (prepared
by the AICPA’s Committee on Savings and Loan Auditing, 1962).
Regarding the conclusions we have expressed above, note especially
pp. 39, 42, and 62 (Exhibit B). It is of interest to observe that Ex
hibit B includes the following item in the Statement of Operations,
viz.: “Premium or commission on loans (current installment and
amortizations only).” The parenthetical language, of course, is of
crucial importance in determining the propriety of the treatment
of the “loan commissions” in question. Likewise, to any contention
that might conceivably be made that the “loan commissions” are
intended to cover costs of initially servicing the loan, the material at
pp. 39 and 42 is quite enlightening, indicating as it does that initial
service charges are usually characterized as such and actually col
lected in advance, and that in any event, a portion of such charges (to
the extent they materially exceed the cost of originating and placing
new loans on the books) must be deferred and recognized as income
inquiry:

648

SAVINGS AND LOAN ASSOCIATIONS

1875

over the life of the loan(s). Incidentally, if the evidence indicates
that any directors or officers of the building corporations are cur
rently, or were formerly affiliated with the association, then the treat
ment accorded the transaction may be colorable. There is a further
likelihood in such circumstances that costs of placing such loans upon
the books are in fact de minimis.
Regarding your question whether “independent accountants have
the right to prepare a financial statement deferring such commissions
without the concurrence or authority of the board of directors,” we
would be inclined to answer this question with a resounding “yes,” for,
as we understand it in this case, you are retained by the temporary
receiver under authorization from the court to prepare a balance
sheet in accordance with generally accepted accounting principles.
Accordingly, we do not believe you need be amenable to the board
of directors in this matter.
II. Regarding the second major question you raise, viz., whether
you would be warranted in making a provision, or setting up an
allowance, for a loss in the amount of “the difference between the
receiver’s appraisal and the amount of the association’s investment in
the mortgage, or any portion thereof,” there is some explicit and re
spectable accounting authority for stating the mortgage note re
ceivable at the lower of cost (unpaid portion of face value) or fair
value of the underlying security.1
However, our personal opinion is that in the absence of conclusive
knowledge or evidence as to the mortgagor’s financial ability or in
ability to pay off his obligation in due course, it would be acceptable
to reflect the full amount of the claim and to disclose in a footnote that
it is only partially secured as indicated by the $18,000 appraisal value
determined by appraiser appointed by the receiver. We also believe
such a footnote should include a statement substantially the same
as the sentence appearing in the first paragraph of your letter under
“II. Evaluation of Mortgages Receivable.” See the next to last sen
tence in said paragraph. With this “necessary explanation,” we be
lieve you will have met your reporting responsibility. Although the
effort has been made, you have been unable definitely to establish
a “foreseeable” or “probable” loss. The burden of proof in establishing
the realizability of the full amount of this claim, should be on the
1 See Bell and Johns’ Auditing (Prentice-Hall, Inc., N.Y., 1952) at pp. 130-1 and 208;
and Montgomery’s Auditing (Ronald Press Co., N.Y., 1957) at pp. 290, 300, and
303-04.
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association — surely it must receive financial statements from the
builder, and, if not, it is in a position to require that such statements
be forthcoming.
The exchange of correspondence and two excerpts from other cor
respondence which directly follow further elaborate or reinforce some
of our conclusions on your first major question.

Inquiry

649

Discount on mortgages purchased and “commissions” on mort
gage loans made or obtained — recognition of income by savings
and loan associations
“I would like to have the views or opinions that are available in
reference to the proper accounting procedure and principles for the
following situation:

“In the savings and loan association business, it is customary for
savings and loan associations to purchase mortgages from others and
to purchase the mortgages at a discount ranging from I per cent to
10 per cent. Also, savings and loan associations charge commissions
to borrowers for obtaining loans, and these commissions also range
from 1 per cent to 10 per cent. My inquiry relates to the proper
handling of the discounts and commissions in the income statements
of the savings and loan associations.
“I have experience with several savings and loan associations, and
there seems to be a difference of opinion. One opinion is that the
discounts and commissions are income upon purchase or issuance
of the loan. The other opinion is that the discounts and commissions
should be taken into income ratably over the fife of the loan. If the
latter opinion is adopted either a straight-fine method or a sum-of-the
digits method can be used.”
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Our Opinion
In our opinion, the difference between purchase cost and the ulti
mately realizable face value of the mortgage, i.e., the discount, is
earned neither at the time of purchase (it is a generally accepted ac
counting principle that one does not recognize a profit on a purchase)
nor at the time of final payment. Such discount, which essentially
is in the nature of interest additional to that specified in the mort
gage instrument, is earned and should be recognized ratably over the
fife of the loan. The discount on a purchased mortgage is basically no
different from the discount on conditional sale contracts or other com
mercial paper purchased by a finance company, or for that matter,
the discount involved when a bank or personal finance company lends
money to a borrower and takes back a so-called non-interest-bearing
note, with a face value exceeding the amount of money immediately
advanced. Such “discount” is unearned interest at the point of ad
vancing the money and acquiring the instrument.
As for the “commissions (charged) to borrowers for obtaining
loans,” it seems to us that if the commissions in question are charged
for actual services performed, say, in investigating and appraising
the credit standing of the potential borrower and thereupon placing
the loan with a financial institution (a function commonly performed
by mortgage-servicing companies), then it appears that such com
missions may properly be recognized as income at the point of billing
for the performed services in order to effect a matching of cost and
revenue. However, if and to the extent that such commissions in
clude a “carrying charge” to cover estimated costs of servicing the loan
during the term it will remain outstanding, then the portion of such
commissions representing carrying charges should be treated as a
deferred credit and be taken into income ratably over the life of the
loan.
Furthermore, if the association does not function in a particular
case as a “money broker,” i.e., bringing another willing lender and the
borrower together, but on the contrary, directly commits or lends its
own funds to the borrower, then any “loan commission” (not cur
rently collected and not substantially equivalent to actual costs in
curred in placing the loan on the books) charged to the borrower by
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advancing funds of a lesser amount than the face value of the note,
may generally be deemed a euphemism for unearned interest or dis
count (or for additional unearned interest if the note explicitly pro
vides for interest on the unpaid balance of funds actually advanced).
As stated in Audits of Savings and Loan Associations (AICPA, 1962)
at pp. 42-3:

.. . whenever the initial service charges materially exceed the cost
of originating and placing new loans on the books, such excess
should be deferred over the life of individual loans or deferred
through use of a representative block method, related to the life
of all loans.
Pertinent Excerpt from Our Reply to Another Inquiry

The publication Savings and Loan Accounting (American Savings
and Loan Institute, Chicago, 1951), at pp. 132, 134, 136A-D, 146-9,
and 179-80, indicates the following accounting treatment for the por
tion of loan fees, premiums, or commissions which exceeds or is
deemed to exceed actual costs of putting loans on the books. You
will note it is recommended that such fees, premiums, or commis
sions on loans be set up as “Income Collected in Advance” and taken
into income over a period approximating the average life of loans on
the books of the accounting entity. Note especially the statement
(at p. 132), viz.:
A part of such premium or commission may be attributable to
unusual expenses involved in putting a loan on the books. The
remainder, however, is actually additional interest or earnings on
the loan but paid in advance by the borrower instead of as a part
of his contractual monthly interest.1
The statement made at p. 179 is also of interest, viz.:

In many cases, associations assess against the borrower a flat or
initial service charge when the loan is granted. Ordinarily, it is
definitely advisable and recommended that savings and loan insti
tutions defer portions of this income to future periods. The
primary reason for this recommendation is that the initial service
charge should, in part, stand the costs of recurrent services. . . .21
1 Editor’s note: This statement is not contained in 1960 edition of cited text. The lat
ter edition was published after this exchange of correspondence.
2 Cf. p. 305 of 1960 edition.
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Excerpt from Our Letter to United States Attorney’s Office in
Connection with Criminal Prosecution of a Savings and Loan
Association

I promised if I ran across anything further pertaining to the ac
counting aspect of the case, I would call your attention to it. Accord
ingly, I refer you to an item entitled “Installment Loan Accounting
for Federal Tax Purposes” which appeared in the June 15, 1959 issue
of The New York State Banker.
At the time of our meeting in New York, you mentioned that the
CPA for the defendant was attempting to justify the immediate recog
nition of discount as income on the basis that it was admitted to be
proper by the Internal Revenue Service. You will note the following
statement in the above-mentioned item, viz.:
... to report income received on installment loans on a pro rata
basis over the life of the loan ... is considered by Internal Revenue
to be the proper method of accounting for income tax purposes
whether the bank is generally on the cash or accrual basis of
accounting.

Incidentally, Research Institute of America, Inc., in paragraph
E-4104 of its Tax Coordinator, cites this same item, under the general
heading of “Income from Discounts.” It states as follows:
Reversing prior practice the Commissioner now allows banks to
change from their previous incorrect reporting of their discount
as income immediately on making a loan. With regard to new
loans, he has permitted a bank to use the pro rata method of re
porting discount in proportion to repayments during the year.
(our emphasis')
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Inquiry 650
Confirmation of savings and loan association s loan balances,
where coupon method of loan payment remittances is used
“This office has for a number of years performed audits of two
large savings and loan associations. Both of them have, within the
last year, adopted the coupon method of loan payment remittances.
In addition, one of them escrows payments for real estate taxes and
insurance; the other one charges them into the loan balance.
“Audit requirements for savings and loan associations as outlined
by the Federal Home Loan Bank Board, Division of Examinations,
call for the verification of borrowers’ accounts by direct correspon
dence (at least 10 per cent in number and dollar amount), and the
AICPA bulletin on Audits of Savings and Loan Associations (1951)
specifies this should be a positive confirmation.
“Prior to the use of coupons for loan payments, such confirmations
were obtained with no difficulty as the borrower had knowledge of the
loan balance from his passbook. Under the coupon system, our at
tempt to verify loan balances has resulted in almost complete failure,
which is causing us considerable concern.
“We have attempted to verify these loan balances with the bor
rowers of the associations by sending out copies of the subsidiary
ledger cards with a request that they verify the total number of
remittances which they had forwarded between indicated dates. At
best it is not a verification of the loan balance, as the customer has no
record of it, and our letter does not indicate the balance although it
is shown on the copy of the subsidiary ledger.
“If, in connection with the revision of the Audits of Savings and
Loan Associations pamphlet, the Committee on Auditing Procedure
or the Research Department has studied this question, we would
appreciate being apprised of any recommendations on procedures
that have been made in this connection.”

Our Opinion
We have examined an exposure draft of the contemplated revision
of Audits of Savings and Loan Associations and we were able to
ascertain that it does not contain a discussion of the manner of con
firmation of loan balances where a savings and loan association has
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adopted the coupon method of loan payment remittances. However,
we believe the following excerpt therefrom discussing “Advance Pay
ments from Borrowers for Taxes and Insurance” may be of interest
to you:
These balances should be proved or tested to the control ac
counts. A test of these balances should be made in conjunction
with the circularization of borrowers’ loans. In this connection, it
may be necessary to furnish borrowers with the amounts paid by
the association for insurance and taxes, as taken from receipted
invoices and tax bills. Where there are any special legal require
ments under contracts or statutes (such as for segregating the
related cash or establishing trust funds), the necessary audit steps
should be taken to determine compliance with them.1
We talked to the partner of a national firm in charge of savings and
loan association audits, and he informed us that the use of coupon
payment books for loan payment remittances is not an uncommon
practice among savings and loan associations. He indicated that the
confirmation procedure which his firm believes to be satisfactory is to
send out a confirmation form requesting that the borrower verify
the original amount of the loan, the interest rate it bears, and the
number of payments that have been made up to the date of the con
firmation request. Depending upon the particular accounting system
used by the association under audit, either a photostat of the bor
rower’s ledger card or a duplicate of the borrower’s ledger sheet ac
companies the confirmation request. This seems to be similar in most
respects to the procedure you have been following.
In our opinion, the unpaid balance of the loan can be effectively
confirmed by use of this procedure. Where amounts paid for taxes
and insurance have been added to the loan balance, we believe the
above-quoted excerpt from the exposure draft delineates an accept
able confirmation procedure. Of course, if these confirmation re
quests are not honored, it seems to us there is very little more from
a direct confirmation standpoint that the auditor can do. Also, we fail
to see how the auditor can justifiably be criticized under these cir
stances, since he has, in good faith, carried out the extended audit
procedure prescribed for direct confirmation of the loans receivable.
In any event, he will supplement this confirmation procedure with
other audit steps.
1 This language did not appear in the revised Audits of Savings and Loan Associations
booklet when published in 1962. See p. 30 thereof.
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Inquiry 651
Accounting for pre-opening costs of savings and loan association
“Your opinion is respectfully requested in regard to the pre-opening
costs of a savings and loan association. All of the subject costs were
incurred prior to or at the time that it opened its doors to the public
for business. The costs involved have been classified as follows:
“1. Application for charter and insurance of accounts. This ac
count includes the legal, accounting, and secretarial costs incurred in
the application for the charter granted by the state, and the cost of
obtaining insurance of accounts from the Federal Home Loan In
surance Corporation, Washington, D.C.
“2. Organization expense. This account includes the costs incurred
in the preparation of articles of incorporation, by-laws, and, to some
extent, the cost of obtaining subscriptions for the capital stock issued.
“3. Pre-opening expenses. This account includes salaries, rent,
light, heat, secretarial, and other costs incurred prior to the time
that the association opened its doors to the public. The account is ab
normally high because salaries were incurred for over seven months
in order to assure employment of two very desirable people with ex
perience. Delays in the ultimate sale of capital stock and the subse
quent approval of the application for insurance of accounts had a
material bearing upon the size of this item.
“4. Prepaid advertising. This account includes the cost of the grand
opening and the related advertising.

“The association has adopted amortization schedules for the above
which extend beyond one year, realizing, of course, that the adoption
of such amortization schedules is arbitrary as to the term involved.
The association prefers to defer as far as it is reasonably defensible
as much of the above costs as possible because there are limitations
upon its paid-in surplus. Paid-in surplus must absorb losses in the
initial operating period as well as the writeoff of the above expenses
incurred prior to its opening.
“Item numbers 1 and 2 are being amortized over ten years and five
years, respectively. Item number 3 is being amortized over a period of
five years, and item number 4 is being amortized over a period of
twenty-four months.
“The accounting literature on this topic leaves much to be desired
in defining the responsibilities of an independent accountant with re
spect to these matters. The regulations of the State Savings and Loan
inquiry:
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Department and the Federal Home Loan Insurance Corporation do
not clearly define requirements for the writeoff of these accounts. Any
position taken by the independent accountant must be defended upon
the grounds of generally accepted practice, but information as to what
such practice is, is not readily available.”

Our Opinion
We agree with you that the literature on accounting and reporting
requirements relating to expenses incurred prior to operations leaves
much to be desired. However, you will find an excellent discussion
of “Organization Costs” at pp. 65-9 of Newlove and Garner’s Ad
vanced Accounting (D. C. Heath & Co., Boston, 1951, vol. 1).
In our opinion, the costs which you list under “1” and “2” may
properly be grouped together as “Organization Costs,” with the ex
ception of the cost of obtaining subscriptions for the capital stock
issued. The latter cost should be charged to paid-in surplus. [See
p. 68 in Newlove on “Costs of Securing Capital” and the discussion
of “Expenses of Stock Issues” at pp. 384-5 of Montgomery’s Auditing
(Ronald Press Co., N.Y., 1957).] As for the organization costs so
grouped, it seems to us you would have a number of options in the
treatment of such costs. Montgomery’s Auditing (op. cit. supra at
p.314) advocates immediate chargeoff; however, chargeoff over three
to five years is mentioned as “The more usual method” at p. 396.
Sixty-month amortization of costs qualifying as organization costs is,
of course, now allowed for tax purposes. However, chapter 5 of Ac
counting Research Bulletin No. 43 (AICPA, 1953) which deals with
“Intangible Assets” classifies organization costs as a “type (b)” in
tangible, i.e., “having no such limited term of existence and as to
which there is, at the time of acquisition, no indication of limited
life....” Paragraph 9 of chapter 5 states that
Lump-sum write-offs of intangibles should not be made to
earned surplus immediately after acquisition, nor should intan
gibles be charged against capital surplus. If not amortized sys
tematically, intangibles should be carried at cost until an event
has taken place which indicates a loss or limitation on the useful
life of the intangibles.

Thus, A.R.B. No. 43 would support possible indefinite retention of
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organization costs on the balance sheet. In the rather stringent ac
counting circumstances of the case outlined in your letter, we would
recommend amortization of the organization costs over five as a
minimum and possibly over ten years.
Regarding the “Pre-opening expenses” referred to under your item
“3” we believe a distinction should be drawn between the “salaries
incurred for over seven months in order to assure employment of two
very desirable people with experience” and the rent, light, heat, secre
tarial, and other costs incurred prior to the association’s opening its
doors to the public. We believe the latter costs should be charged to
operations immediately or spread over the first twelve months’ oper
ations. However, the expenditure for salaries of the two experienced
people may definitely be regarded as one made for the purpose of
benefiting future operations, and, accordingly, we believe five-year
amortization thereof would be acceptable treatment.
As for your item “4. Prepaid advertising,” we do not believe a
twenty-four month amortization thereof is justifiable. Rather, we
believe there should be an immediate chargeoff of this item to oper
ations or a chargeoff over the first twelve months’ operations.
Regarding your statement that “Paid-in surplus must absorb losses
in the initial operating period as well as the writeoff of the above
expenses incurred prior to its opening,” it should be clear that, from
the standpoint of generally accepted accounting principles, an initial
deficit should ordinarily be carried forward as such until eventually
offset by accumulated earnings. However, we are aware that both
Federally-chartered and state-chartered associations have specific
regulations and requirements respecting reserves set up for absorbing
losses. If you have not already done so, see the discussion of General
Reserves and Treatment of Losses at pp. 40-2 of Audits of Savings
and Loan Associations (AICPA, 1962) and the two publications men
tioned on p. 40.
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Inquiry 652
Bad debt provisions and general reserves of savings and loan
associations
“We wish to inquire whether you could be of assistance or possibly
offer some guidance in regard to a problem concerning a bad debt
reserve of a savings and loan association, recently federalized.
“In prior years, following the special formula available to banks
in building up a reserve for bad debts, we have taken Federal tax
deductions in the aggregate of $360,000. The book entry covering
this deduction in line with Revenue Ruling (56-404,1956-2C.B.326)
has been to set up the credit to a reserve account and simultaneously
to charge the reserve and credit the retained earnings or surplus ac
count. In other words, the reserve as such has never been reflected in
published statements or included as such in statements to the banking
authorities.
“Now that the institution is federalized, the examiners for the super
visory authority have questioned the accounting procedure involved
in complying with the Federal income tax qualification for the bad
debt deduction. Their position is that the institution should transfer
to the reserve for bad debts, all amounts which represent bona fide
bad debt reserve credits arising out of deductions from taxable income
since the association became taxable. They direct our attention to a
circular letter of February 8,1960 from the office of Supervisory Agent,
Federal Home Loan Bank Board, New York 6, New York, which
states:
Furthermore, to the extent that a “bad debt” reserve has been
built up by crediting thereto amounts deducted from taxable
income, an insured institution shall not use such reserve, or make
it available for use, for any purpose other than the absorption
of losses.

“It must be appreciated that this ‘involved’ accounting procedure
has been necessary for Federal tax deduction purposes and has the
informal approval of the Bureau. There have been no losses sus
tained by the institution since 1952 when the bad debt formula was
initiated by our client. The general reserves of the institution are in
order and meet the requirements of the supervisory authorities.
“We are of the opinion that this ‘bad debt’ reserve is not irre
vocably established for the sole purpose of absorbing general losses;
in such case, it would be included with other general reserves in
computing an institution’s general reserve position. Rather, we feel
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that it should be included in computing an institution’s total reserves,
surplus and undivided profits. This seems to be another one of the
conflicts between generally accepted accounting procedure and Fed
eral tax requirements.
“We would certainly appreciate any possible interpretations or
judgments you might be able to offer us in this matter.”

Our Opinion
In our opinion, the “bad debt” reserve accumulated as allowable
deductions from gross income for tax purposes by the savings and
loan association should be regarded as a statutory reserve similar in
nature and function to, and supplementing, other General Reserves
established in compliance with Federal or state statutes, regulations,
or supervisory orders.
You describe the book entry whereby you credit the reserve ac
count and “simultaneously charge the reserve and credit the retained
earnings or surplus account” as being “in line with Revenue Ruling
(56-404,1956-2C.B.326).” On the basis of your description, we initially
concluded that the Revenue Ruling requires the above-described
book entry. However, upon reading the Revenue Ruling in question,
it appears that the Ruling neither recommends nor requires “The in
clusion of all or a portion of the reserve for bad debts (of a savings
and loan association) ... in the amount of its surplus shown on any
published statement with a notation that the amount included therein
is reserved under the provisions of the Internal Revenue Code (with
out specific reference to reserve for bad debts)” — rather, the Ruling
merely makes a statement of fact that the foregoing treatment or pres
entation “shall not, of itself, prevent the deduction of the addition to
the reserve for bad debts claimed ... on (the association’s) Federal
income tax return.”
Also, regarding the requirement of both the Ruling and the section
of Regulations 118 mentioned therein, that “the establishment of such
reserve and all adjustments thereto must be reflected on the regular
books of account,” we find no suggestion therein that the reserve
need be set up initially and added to thereafter by charging the total
periodic provision therefor to operations — or to surplus for that mat
ter. If the statutory formula used in computing the periodic provision
for bad debts is not related to, and based on, actual loan loss exINQUIRY:
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perience of an association, then a charge to current operating revenues
for such provision in toto, would run counter to generally accepted
accounting principles to the extent that any periodic provision com
puted according to the statutory formula exceeds either (a) the pro
vision that would otherwise be derived from using an experiencebased formula or (b) the amount of losses actually charged off during
the period.
In our opinion, the bad debt provision determined in accordance
with the statutory formula should be split into respective portions
properly chargeable to operations and to surplus. Surplus should be
charged in any year with the excess of (1) the bad debt provision
as computed under the tax formula over (2) the amount of bad debt
provision chargeable against current operating revenues in accord
ance with generally accepted accounting principles. For balance-sheet
purposes, we believe the portion of the accumulated allowance for
bad debts properly accumulable and chargeable to past years’ oper
ations in accordance with generally accepted accounting principles
(i.e., an amount bearing some reasonable relationship to losses ac
tually experienced in past years) should be reflected as a valuation
account shown as an offset against the related assets; the remaining
excess portion of the accumulated bad debt allowance may properly
be combined with balances in the General Reserve, Contingency Re
serve, and Federal Insurance Reserve accounts (to the extent created
by segregations of surplus) and reflected under the omnibus caption
“General Reserves” in the equity section of the statement of con
dition.1 1 * * * * &

1 N.B. Since this exchange of correspondence took place, two excellent discussions of
provisions for bad debts and appropriations to general reserves by savings and loan
associations have been published; in Audits of Savings and Loan Associations (AICPA
Committee on Savings and Loan Auditing, 1962, at pp. 39-42 and 44-7), and in
Accounting and Reporting Problems of the Accounting Profession (Arthur Andersen
& Co., October, 1962, at pp. 169-75). These discussions deal with a most important
problem not covered in the main correspondence above, namely, the matter of stock
savings and loan associations’ providing in their published financial statements for the
deferred tax attributable to additions made to general (loss) reserves, which tax would
be payable upon distribution of such reserves or any portion thereof. We urge a
careful reading of this material, particularly the specific recommendations for finan
cial presentation made at the bottom of p. 174 of the second-cited publication. Re
garding the matter of fairness of presentation and the auditor’s report when dealing
with regulated companies, see Statements on Auditing Procedure No. 32, Qualifica
tions and Disclaimers (AICPA, 1962) esp. par’s 38-9. Cf. S.A.P. No. 33 (1963) at
pp. 70-1.
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Incidentally, we note that section 39.23(K)-5(b) (3) of Regula
tions 118 requires that “Bad debt losses sustained during the taxable
year shall be charged against the bad debt reserve.” In cases where
the reserve in question has consistently been set up and added to,
by segregating surplus rather than by charging income, directly charg
ing actual losses to such a reserve would be contrary to generally
accepted accounting principles, for no bad debt expense would ever
be charged against operations. Query whether both the tax require
ment and generally accepted accounting principles would be har
monized or satisfied in such a case if actual losses were written off
against operations (direct chargeoff method) and a simultaneous
transfer in the amount of the losses was made from the Bad Debt Re
serve to Surplus?

Inquiry 653
A. Should notes receivable be shown at face value, or net of
unamortized discount?
B. Balance-sheet classification of funds invested in savings and
loan association
“Would you please advise us as to the preferred balance-sheet pres
entation of the following two items which appear on a client’s records
that we are auditing at the present time:
“1. Excess cash is invested in short-term commercial paper at the
balance-sheet date. The client has elected to show the notes at face
value, and treats the discount as a current liability, which is amortized
monthly to interest income. Should the notes be shown at face value,
or net of unamortized discount? Also, should the caption be ‘Com
mercial Paper’ or ‘Notes Receivable’?
“2. The client has also invested $10,000 in each of eight insured
savings and loan associations. The funds would be withdrawn and
used in current operations if and when needed. The funds are subject
to the usual 90-day notice required for withdrawal. Is it proper to
combine these funds with the general cash, or should they be shown
separately under a descriptive caption?
inquiry:
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“We have not been able to find an authoritative source which pre
scribes the proper statement presentation for these items. Since the
amounts are relatively large, we would greatly appreciate your ad
vice.”

Our Opinion
1. In our opinion, it is proper for the client to record the notes at
face value, but we believe the notes should be reflected on the balance
sheet net of the unamortized discount. We believe “Notes Receivable”
as a caption is to be preferred over “Commercial Paper.” The situ
ation referred to in your letter (i.e., purchase of commercial paper
at a discount) is analogous to the case where a personal finance com
pany or bank lends money and takes a so-called non-interest-bearing
note from the borrower, the interest being included in the face value
of the note, or to the case where a sales finance company purchases
installment contracts at a discount from a dealer. In this connection,
note the following statement in par. 9, chapter 3A, “Current Assets
and Current Liabilities,” of Accounting Research and Terminology
Bulletins (AICPA, 1961), viz.:
... Accounts receivable net of allowances for uncollectible ac
counts, and for unearned discounts where unearned discounts
are considered, are effectively stated at the amount of cash esti
mated as realizable.

2. If, as a matter of practice, the savings and loan associations
waive the 90-day notice requirement on withdrawals, we would be
inclined to treat the eight $10,000 “investments” or “deposits” as the
equivalent of cash. On the other hand, if the amount involved is ma
terial in the total cash picture and the 90-day notice requirement is
rigidly adhered to, we believe the funds in question should be shown
separately and earmarked within the current asset section. In giving
further consideration to your question, we believe you will find help
ful the exchange of correspondence directly following this.
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Inquiry

654

Classification of deposits with savings and loan association
“I am seeking authoritative references with respect to the proper
balance-sheet classification of amounts on deposit with savings and
loan associations. Is it proper to classify them as cash? If it is prefer
able to classify them as investments, I assume they would still be
considered current assets.
“I will appreciate any reference you can furnish which will answer
these questions.”

Our Opinion
We believe par’s 4 and 6 of chapter 3A, at pp. 20-1, of Accounting
Research Bulletin No. 43 (AICPA, 1953) state the general criteria
governing the determination of whether cash and other assets are
to be classified as current or non-current. A discussion of the balancesheet presentation of cash in banks, deposits at various locations, etc.,
which you may wish to peruse, is found at pp. 142-3 of Montgomery’s
Auditing (Ronald Press Co., N.Y., 1957).
Your letter does not indicate whether you are specifically concerned
with amounts “deposited” or “invested” in a Federal or in a state,
savings and loan association. It is our understanding that the banking
law of some states sets forth several classes of share accounts (i.e.,
deposits) which state savings and loan associations may maintain. It is
our further understanding that Federal savings and loan associations
maintain two basic classes of share accounts, namely, savings share
accounts and investment share accounts; some savings accounts are
issued under Charter K and others are issued under Charter N.
These charters set forth the terms and conditions under which a
bonus may be earned for regular payments into savings accounts.
Under the provisions of either charter, regular deposits must be made
for a considerable number of years in order to gain the maximum
benefits of the bonus plan.
In our opinion, current or non-current classification of amounts
“deposited” or “invested” by a client in an association, should depend
largely on whether the client intends to comply with the association’s
INQUIRY:

654

SAVINGS AND LOAN ASSOCIATIONS

1891

requirements as to systematic savings in order to obtain bonus pay
ments, or whether the client is using the association as a depository
for temporarily idle funds. If the evidence indicates that the client
is making systematic payments and intends to continue to do so, then
it appears the amounts on deposit should be classified as non-current.
On the other hand, if there is evidence either that the savings and
loan association contemplates redemption of the client’s share ac
count, or that the client itself has made or intends to make an “ap
plication for repurchase” of its shares, or has made frequent with
drawals from the account without intending to carry out a plan of
systematic savings, then, we believe the amounts in question should
be reclassified as current.
Of course, if the client has pledged its savings account as collateral
security for a loan to the extent of its withdrawal value, disclosure of
that fact should be made in the financial statements. Furthermore, if
a client’s deposits with a particular association are represented by
certificates or “book credits” and are subject to long-term maturity
requirements, then we feel that any such deposits should be classified
as non-current.

Inquiry 655
Mortgage loans granted pursuant to loan participation agreement
between savings and loan associations—accounting and financial
presentation
“One of our clients, a Federal savings and loan institution, plans
to enter into a loan participation agreement with a similar institution.
Under the terms of the proposed agreement, our client will receive a
note payable to it from a customer as in the conventional case; how
ever, one-half of the loan principal will be advanced to our client by
the participating bank. The two institutions will evenly divide inter
est income from such loans, and our client will receive a fee from the
participating bank to compensate for expenses incurred in connection
with the servicing of the loans. No escrow accounts will be required
from borrowers in connection with this group of loans.
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“We shall appreciate your suggestions for accounting for these
loans and presenting the related accounts in the financial statements.”

Our Initial Opinion
In our opinion, the basic accounting entries should be as follows:

Dr. Notes Receivable — subject to
Loan Participation Agreements
$100,000
Cr. Cash
$100,000
Dr. Cash
50,000
Cr. Funds Advanced by Loan
Participant
50,000
Dr. Cash
12,000*
Funds Advanced by Loan
Participant
5,000
Cr. Notes Receivable — subject to
Loan Participation Agreements
10,000
Interest Income
1,000
Agency Account — Amounts Collected
for Loan Participant
6,000
Dr. Cash
1,000
Cr. Service Fee Income — Loan
Participation Agreements
1,000
* Represents $2,000 interest and $10,000 principal payment by bor
rower
In our opinion, the “Funds Advanced,” etc., account should not be
offset in the balance sheet against the “Notes Receivable” account.
There is a general rule against offsetting items in the balance sheet,
and an exception is made only when the amounts involved are due
to and from the same person.
Also, we do not believe it would be proper or practical to merge
the “Funds Advanced,” etc., and the “Agency” accounts. The time and
conditions governing remittance of the respective amounts included
in such accounts are different.
Doubtless, you may be able to improve upon our account designa
tions.
Incidentally, your audit report should disclose the new policy
whereby the client is entering into a loan participation agreement.
INQUIRY:
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The terms of the agreement may be described in much the same suc
cinct way as in your letter to us.1

Follow-Up Inquiry
“About two years ago, we requested your opinion with respect to
the presentation in the financial statements of a savings and loan as
sociation of mortgage loans in which a second association had an
interest. Enclosed is an unsigned copy of our report on the exami
nation of the financial statements of ............... Federal Savings and
Loan Association for the year ended December 31, 1958. Your at
tention is invited in particular to Note 2 and the presentation of
related data in the financial statements which have been prepared in
accordance with our understanding of your opinion.21 1
“Our client has advised us that the Federal Home Loan Bank has
taken exception to the presentation of so-called participating loans,’
and is of the opinion that the related assets and liabilities should be
reported as a single net figure on the balance sheet.
“We shall appreciate your reviewing our report presentation of
this item and offering any comments which you feel are appropriate.”

1 Perhaps we should also mention that we have perused the following basic publica
tions rather carefully but have not found any mention or discussion therein of the
accounting for loans made pursuant to loan participation agreements:
1. Audits of Savings and Loan Associations by Independent CPAs (AICPA, 1951).
Editor’s note: The revised 1962 edition of this AICPA booklet published after
this exchange of correspondence makes passing reference to loan participation
at p. 27.
2. Standard Accounting Manual for Savings and Loan Associations (U.S. Savings
and Loan League and American Savings and Loan Institute, Chicago, 1956).
3. Accounting Guide for Federal Savings and Loan Associations (Home Loan Bank
Board, 1949).
2 Copy of report not reproduced here. The association’s balance sheet showed three
major classifications of Loans Receivable, namely, “Secured by first mortgages,” “Home
improvement,” and “Secured by savings accounts.” The loans secured by first mort
gages were further broken down into “Conventional,” “F.H.A. guaranteed,” and
“V.A. guaranteed” categories. On the liability side, an item designated “Advances
from the First Federal Savings and Loan Association of.................. (Note 2)” and
totaling some $685,417, was reflected. Note 2, which was also keyed to the “Loans
Receivable — Secured by first mortgages” classification, reads as follows:
“2. Conventional mortgage loans with balances aggregating $1,358,649.19 at De
cember 31, 1958 have been granted pursuant to an agreement between
.................. Federal Savings and Loan Association and The First Federal Sav
ings and Loan Association of .................. , under the terms of which the two
institutions participate equally in the loans. The Association has agreed to offer
the.................. institution a 50% participation in an additional $546,164 of loans
to be closed subsequent to December 31, 1958.”
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Our Final Opinion
You will recall that in our original reply to you some two years
ago (when as far as we could ascertain at the time, there was no
discussion of accounting for participation loans in the savings and
loan association literature), we stated the following: “In our opinion,
the ‘Funds Advanced,’ etc., account should not be offset in the balance
sheet against the ‘Notes Receivable’ account. There is a general rule
against offsetting items in the balance sheet, and an exception is
made only when the amounts involved are due to and from the same
person.” In the light of this principle, we feel that the treatment indi
cated by the Federal Home Loan Bank (or one of its representatives),
viz., reporting the related assets and liabilities as a single net figure on
the balance sheet, is improper. In this connection, we note the fol
lowing statement at p. 25 of Accounting Research Bulletin No. 43
(AICPA, 1953): “It is a general principle of accounting that the off
setting of assets and liabilities in the balance sheet is improper except
where a right of (legal) set-off exists.”
If the accounts in question are presented as a net figure as the
Federal Home Loan Bank suggests (or requires?), then it seems
to us you should state in a separate second paragraph of your report
that funds advanced by a loan participant have been offset against
participation loans receivable in the balance sheet, and that you
disapprove such presentation since generally accepted accounting
principles proscribe the offsetting of assets and liabilities in the
balance sheet unless the items involved are due to and from the same
person. Assuming you are satisfied that the statements present fairly
in all other respects, we believe you should then qualify your opinion,
viz., “... in conformity, except for the matter mentioned in the im
mediately preceding paragraph, with generally accepted accounting
principles....”3
3 Regarding this reporting aspect, see Statements on Auditing Procedure No. 33
(AICPA, 1963) under “Regulated Companies” at pp. 70-1.
Since the original exchange of correspondence on this subject, the following helpful
references on accounting for participation loans have appeared:
1. “Participation Loan Accounting,” by Gordon J. Bluth
2. “Specialized Accounting for Loan Buying, Selling, and Participations,” by Robert
Lauber
3. “Illustrative Journal Entries for Participation Loans,” by John Vitale
(The foregoing articles appeared in, or in supplements to, the October and No-
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Inquiry 656
Reporting on statements of bank holding companies
“As a member of AICPA and as one interested in bank auditing, I
take the liberty to ask for your opinion concerning the acceptability
of current audit practices followed by a large bank holding company
in New York State.
“In the company’s Annual Report for 1960 — and I understand that
previous reports have shown the same condition — the independent
auditors state that they have not examined any of the constituent
banks and have relied on examinations by bank examiners and cer
tain committees appointed by the Board of Directors. As a result, they
apparently take no responsibility for the consolidated statements
shown in the report, and no opinion is attached to these statements.
The opinion on the parent company’s statements alone is apparently
unqualified, although it makes reference (1) to the Annual Report to
Stockholders [which covers seven pages in the book but is not pin
pointed by the auditors] and (2) to the ‘foregoing examination’
[which means the fact that the auditors did not examine any of the
constituent banks and affiliates].
“The Comptroller of the bank in question informed me that the
group banks maintain auditing staffs in the aggregate of 102 persons
and that the independent auditors at intervals have reviewed ex
amination and auditing procedures. He also referred me to a dis
cussion at the annual stockholders’ meeting in April 1960, when a
stockholder apparently raised a similar question as to the adequacy

vember, 1958 issues of the Bulletin of the Society of Savings and Loan Con
trollers. )
4. For a good general reference, see the chapter “Savings and Loan Associations,”
by Radics and Edge [in Encyclopedia of Accounting Systems, ed. by Williams and
Doris (Prentice-Hall, Inc., Englewood Cliffs, N.J., 1957) vol. 5 at pp. 1665-81].
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of the bank’s auditing practices. The printed report on the meeting
relates that the President defended the company’s practices as satis
factory, and a representative of the independent auditing firm sub
stantiated the President’s remarks and noted that the SEC and the
New York Stock Exchange do not require banks to be audited by
outside accountants.
“I have no reason to question the veracity of these statements, nor
have I any ground to question the soundness of the banks’ financial
condition. However, I am somewhat concerned over the adequacy
of the auditing practices followed, particularly in the fight of recent
disclosures of several unfortunate incidents showing that bank af
fairs and transactions can be easily manipulated for extended periods
of time without being discovered by regulatory examinations. Such
examinations are not directed to disclosing unsound financial pro
cedures in the same manner as audits by CPAs are generally con
ducted.
“Would you kindly consider the questions raised in this case, which
relate principally to the soundness of the practices followed, and
whether they are adequate for the protection of stockholders and the
company itself? I assume, of course, that there is no legal requirement
or one by regulation by SEC or the New York Stock Exchange. There
are also two other more general questions concerning an independent
auditor’s opinion, namely, (1) whether an auditor can limit himself
to an opinion on the parent company’s statements, although it is pub
lished in a report which primarily deals with the consolidated state
ments, and (2) whether the opinion is still meaningful with the
qualification that none of the constituent banks has been examined.
Please note that the most important asset shown on the parent com
pany’s statement is capital stock of constituent banks and affiliates,
having a book value of $192 million, out of total assets of $197 mil
lion. The statement of the auditor that reliance is placed on the
company’s own internal examinations is redolent of the opinions in
pre-McKesson & Robbins days when reliance was placed on the com
pany’s inventory and similar certificates.”

Our Opinion
A subcommittee of the Institute’s Committee on Auditing Pro
cedure has been considering the very questions you raise. As phrased
in one report to Council by the Committee on Auditing Procedure:
“The committee is continuing its study of the propriety of auditors’
INQUIRY:
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reports on bank holding companies which offer mildly qualified opin
ions when the subsidiary banks are unaudited.”1
We are not apprised as to just where the Institute’s committee will
come out on this question. For whatever value it may have, however,
our own personal opinion is that where the investment in subsidiary
banks represents a sufficiently material portion of the bank holding
company’s assets, and no reasonably adequate independent audit of
the parent company’s equity in the underlying assets and undistrib
uted earnings of the subsidiaries is made, the independent auditor
should disclaim an opinion on the fairness of presentation of the
financial statements taken as a whole. We fail to see that any dis
tinction in practice should be made between bank holding companies
and holding companies in other fields.
Our conclusion that disclaimers rather than qualified opinions
should be issued where the items of which there is no independent
audit and on which exceptions are based, are material in amount, is
based on due consideration of:
1. The commonly-made assertion or contention that examinations
made by directors and/or state banking departments pursuant to
state laws are not equivalent in standard to the ordinary opiniontype independent audit.
2. The third field work standard21 1and fourth standard of reporting3
as set forth in Generally Accepted Auditing Standards — Their
Significance and Scope (AICPA, 1954) at pp. 14 and 46, respec
tively. Cf. Statements on Auditing Procedure No. 33 (AICPA,
1963) at p. 34 et seq. and p. 56 et seq.

1 At the time of final editing of this correspondence for the book (February, 1965), the
AICPA’s Committee on Auditing Procedure contemplated early publication of a
Statement on Auditing Procedure dealing with competent evidential matter under
lying long-term investments.
2 “Sufficient competent evidential matter is to be obtained through inspection, observa
tion, inquiries and confirmations to afford a reasonable basis for an opinion regard
ing the financial statements under examination.”
• “The independent certified public accountant, if the circumstances warrant, must
be prepared to refuse the expression of an opinion if he believes that his examina
tion, by reason of restrictions or circumstances, has not been such as to afford him
a basis for an informed opinion, or his reservations or exceptions with respect to the
financial statements are of such extent that they negative the expression of an opinion.”

656

: INQUIRY

1898

SAVINGS AND LOAN ASSOCIATIONS, AND BANKS

3. The key statement appearing at p. 17 of Codification of Statements
on Auditing Procedure (AICPA, 1962).4 Cf. S.A.P. No. 33 (AICPA,
1963), par. 29 on p. 64.
4. Article 2.02 of the Institute’s Code of Professional Ethics.5
Regarding specific questions (1) and (2) raised in the last para
graph of your letter, we believe an independent auditor may properly
limit his opinion to any statement and in any manner he wishes, but
he should clearly designate the statement(s) to which he is lending
his name, and carefully confine his opinion. However, when as in
the case in question, he expresses an opinion on a parent company’s
statement including assets of very substantial amount, and the credi
bility or reasonableness of such amount necessarily depends on
whether reliance may be placed on the underlying accounts and fi
nancial representations of subsidiaries, then if he is properly to ex
press any meaningful or reliable opinion on the parent’s statement(s)
at all, he must satisfy himself that a reasonably adequate audit of the
subsidiaries’ procedures, controls, and underlying records and ac
counts, has been made by qualified independent persons or agencies.
You also raise the question whether the New York Stock Exchange
requires that annual financial statements submitted to stockholders
by fisted companies be audited by independent public accountants.
The NYSE Company Manual states the following at p. A 67, viz.:

Annual Statements to be Independently Audited: The cur
rent form of fisting agreement requires that all annual financial
statements, as submitted to stockholders, be audited by indepen
dent accountants.... Exception has been made to this require
ment in the case of railroads, banks, and insurance companies.
As to legal or regulatory requirements of SEC, we note the following
4 “In all cases in which generally accepted auditing procedures are not carried out, or
generally accepted auditing standards are not applied, unless the items are not
material, disclosure is called for in the scope paragraph, together with either a spe
cific qualification or a disclaimer of opinion, depending upon the relative importance
of the items affected, in the opinion paragraph; except that in those rare cases in
which the independent auditor has been able to satisfy himself by other methods,
a disclosure in the scope paragraph is sufficient.”
5 “2.02. In expressing an opinion on representations in financial statements which he
has examined, a member or associate may be held guilty of an act discreditable to
the profession if. . . (d) he fails to acquire sufficient information to warrant expres
sion of an opinion, or his exceptions are sufficiently material to negative the expres
sion of an opinion;....”
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from “Form 10-K — Annual Report... Instructions as to Financial
Statements,” viz.:

1(a) There shall be filed for the registrant a certified balance
sheet as of the close of the fiscal year and a certified profit and
loss statement for the fiscal year. ... 7........... Notwithstanding
the requirements of the foregoing instructions, financial statements
filed for banks or insurance companies (other than title insurance
companies) need not be certified.6

6 See also Rule 5-01 and Article 9 — Bank Holding Companies and Banks, in the
SEC’s Regulation S-X. For a further discussion of this reporting problem, see Sec
tion 20, “Scope of Examination with respect to Bank Holding Companies,” at pp.
143-7 of Accounting and Reporting Problems of the Accounting Profession (Arthur
Andersen & Co., October, 1962).
N.B. At the time of editing this correspondence, the Board of Governors of the
Federal Reserve System had issued its new Regulation F. This regulation relates to the
registration of stock of state-chartered banks that are members of the Federal Re
serve System, the filing of reports by such banks, solicitation of stockholder proxies,
and disclosure of transactions in bank stocks by so-called “insiders.” The Federal
Deposit Insurance Corporation had also issued a similar regulation applicable to
other insured state banks. Both regulations became effective January 1, 1965, and
banks subject to the regulations were required to register by April 30, 1965.
The regulations were adopted pursuant to a 1964 Act of Congress that, for the
first time, extended to securities of banks and other corporations not listed on a
national securities exchange the public disclosure requirements of the Securities Ex
change Act of 1934. Under the terms of that Act, application of the new regulations
to such “over-the-counter” bank securities is confined initially to banks with 750 or
more holders of one class of stock; beginning in January, 1967, coverage will be
extended to banks with 500 or more stockholders. The new Regulation F required
that a registration statement be filed by April 30, 1965, by each subject bank.
Registrant banks are also required to file periodic financial reports updating much
of the information contained in the registration statement, including balance sheet,
earnings statement, and reconciliation of capital and reserve items for the year. As
adopted, the regulation permits a bank to choose whether to have these financial
statements certified by an independent public accountant or verified by the bank’s
principal accounting officer and its auditor. However, the Board reserves the right
to require certification by an independent public accountant in exceptional cases.
Along with the new Regulation F, the Board also issued instructions governing the
form and content of the financial reports called for.
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Inquiry 657
Qualified opinion, where discount on mortgages purchased im
mediately recognized as “income”
“A commercial bank purchased FHA fully-guaranteed mortgages
at a $11,000 discount which amount is material as to net income but
not as to assets. The bank intends to hold these mortgages for in
vestment.
“May the bank take the entire amount into income in the current
year or must the discount be amortized as an interest adjustment
each year? If amortization is the answer, then must this be over the
remaining life of the mortgages or may a shorter period be used? Past
experience seems to indicate that the average payoff on FHA mort
gages is around twelve years.
“I would appreciate your comments as to qualifying the opinion
if a method is used contrary to your recommendation.”

Our Opinion
In our opinion, it is improper and contrary to generally accepted
accounting principles for the bank to take the entire amount of dis
count into income upon purchase of the mortgages.1 As for the amorti
zation period, we believe it is acceptable to amortize unearned dis
count over a period approximating the average life of mortgage loans
or purchased mortgages on the books of the accounting entity.
Regarding the matter of your audit report, we believe you should
express an adverse opinion if the discount is immediately taken up as
income in its entirety, since, as you state, it is material in relation to
the bank’s net income.21 1

1 See the item entitled “Improper Accounting for Discount on Mortgages Purchased”
(in Carman G. Blough’s column at pp. 729-30 of the December, 1953 issue of The
Journal of Accountancy).
2 See Statements on Auditing Procedure No. 33 (AICPA, 1963), par’s 12 and 13 at

p. 59.
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Inquiry 658
Retroactive reclassification of paid-in capital erroneously classi
fied as undivided profits by commercial bank
“An opinion is requested from your office as to the proper presen
tation on financial statements, of the following situation:
“The subject is a national commercial bank. The original invest
ment, made by the stockholders at the time of organization, was in
the amount of $2,200,000, of which $900,000 was classified as Capital
Stock, $900,000 was classified as Paid-In Surplus, and $400,000 was
classified as Undivided Profits.
“The labeling of the $400,000 item as Undivided Profits appears
to be in accordance with instructions from the Federal Bank Ex
aminers, although we are unable to find any authority for justifying
this treatment.
“We believe that the $400,000 should be reclassified to Paid-In
Surplus, which it actually represents, in that it was part of the premium
paid in excess of the par value of the common stock at the time of
its issuance. By doing this, the Undivided Profits show a deficit of
$90,000. The deficit is due to the declaration of dividends in excess
of the actual earnings of the bank since its organization. It is obvious
that the dividends were paid by invading capital.
“We have before us certified financial statements for this bank for
previous years which were prepared by Certified Public Accountants
who are also members of the American Institute of Certified Public
Accountants. In these other statements the $400,000 was not removed
from the Undivided Profits account, giving the reader the impression
that this account represents true earnings. In one instance, the CPA
made a comment in his notes to the financial statement explaining
the $400,000 item, although his balance sheet still shows a credit
balance in Undivided Profits.
“We are reluctant to make such a drastic change in presentation
of the financial statement to which we are now certifying, in view of
the manner in which this item was submitted by the previous ac
countants, as well as the disturbing effect this would have on our
client. On the other hand, we refuse to be a party to preparing a
financial statement that would be misleading in any way to the
ordinary person reading the statement.”
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Follow-Up Inquiry
“Reference is made to our previous letter to you outlining our prob
lem pertaining to a national commercial bank. The following is an
additional matter which appears to be covered in Accounting Re
search Bulletin No. 43, chapter 7. We are certifying the financial state
ment for the year ended December 31, 1960. In 1959, the Board of
Directors declared a stock dividend of 5 per cent. The bank was
originally organized with a capital of $2,200,000 of which $900,000
was classified as Capital Stock, $900,000 was classified as Paid-In
Surplus, and $400,000 was classified as Undivided Profits. The 5 per
cent was applied to the total of the Capital Stock and Paid-In Surplus
($1,800,000). The Board of Directors then instructed that of the
$90,000 stock dividend, $45,000 was to be credited to Paid-In Sur
plus, and $45,000 was to be credited to Capital Stock. The stock has
a par value of $7.20. At the time the dividend was declared, the stock
had a market value of about $20 a share. 6,250 shares were issued in
payment of this stock dividend.
“It appears to us that the dividend was actually for $125,000
(6,250 shares at $20 per share market value). The accounting firm
certifying to the 1959 financial statement showed this dividend as
directed by the Board of Directors, namely, $45,000 credited to Capi
tal Stock and $45,000 credited to Paid-In Surplus. This appears to be
contrary to A.R.B. No. 43, chapter 7. As we indicated in our previous
letter, we are reluctant to make such a drastic change in presentation
of the current financial statement, nor do we wish to underestimate
the ability of the predecessor accountant. We, however, are unable
to locate any authority permitting the treatment of this stock dividend
as previously shown.”

Our Opinion
We understand the reasons for your hesitancy in insisting that the
client make a drastic change in its current financial statement repre
sentations respecting the status of its capital accounts; we also ap
preciate your natural aversion to casting a cloud, albeit inferentially,
on the work or ability of the predecessor accountant. Nevertheless,
by calling into question these matters, you are doing a competent
professional job; you cannot properly disregard your audit findings;
in our opinion, you must “call the shots as you see them.”
On the basis of the facts set forth in your letters, unquestionably in
INQUIRY:
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our opinion, the $400,000 should no longer be allowed to lodge in the
Undivided Profits account. Incidentally, we assume that the "divi
dends in excess of the actual earnings of the bank” referred to in
your initial letter is one and the same as the stock dividend referred
to in your follow-up letter. You state that after reclassifying $400,000
to Paid-In Surplus, the Undivided Profits account would show a deficit
of $90,000, and basing your conclusion on the requirements of chapter
7B of Accounting Research Bulletin No. 43 (AICPA, 1953) [esp.
par’s 10 through 16 thereof] you believe the $90,000 capitalization
basis for the stock dividend should be increased by $35,000, on the
grounds that the bank should have charged the fair value of the divi
dend shares ($125,000) to Undivided Profits rather than the $90,000
computed in accordance with the board’s stock dividend resolution.
Personally, we believe the creative solution here is to debit $310,000
to the Undivided Profits account with a correlative credit to Paid-In
Surplus (which we assume would leave the Undivided Profits account
stated at zero). The rule of informative disclosure would then, in our
opinion, require an explanation, either in a footnote to the financial
statements, or in your report, that a readjustment of capital accounts
has been made by transferring the net amount of $310,000 from Un
divided Profits to the Paid-In Surplus account in order to compensate
and correct the accounts retroactively for an improper accounting
entry made at the time when the bank’s stock was initially issued as
well as for an entry later made in connection with a stock dividend.
Your report, of course, would have to make reference to the incon
sistency in the client’s financial presentation resulting from the major
reclassification of capital accounts.
Let it be said that regulatory accounting requirements or procedures
which occasionally may run counter to generally accepted accounting
principles in certain respects are nevertheless understandable since
they do have a more or less practical or pragmatic rationale. However,
in the case at hand, regardless of the fact that the original $400,000
credit to the Undivided Profits account was made under the tutelage
of a Federal Bank Examiner, such entry, in our opinion, is clearly er
roneous, results in a gross misrepresentation, and should be corrected
forthwith. Otherwise, you should express an adverse opinion1 on the
financial statements, with detailed explanation of the $400,000 credit.
1 See par’s 9-12 of Statements on Auditing Procedure No. 32, Qualifications and Dis
claimers (AICPA, 1962) dealing with “Adverse Opinion.” Cf. S.A.P. No. 33 (1963)
at p. 59.
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It is patent that a corporation cannot commence business with ac
cumulated profits (except in cases of business separation or combina
tion ).
We do not believe that chapter 7B of A.R.B. No. 43 (requiring
a charge to retained earnings in the amount of the fair value of
dividend shares) is intended to apply to a situation such as the one
under discussion. The stock dividend in question is predicated on a
fictitious Undivided Profits account. Substantially, albeit not formally,
the stock dividend in question was declared out of paid-in surplus; and
the ultimate effect of the adjusting entry which we have recom
mended is to shift $45,000, the par value of the dividend shares is
sued, from the Paid-In Surplus account (as it would have appeared
if the initial issuance of shares had been properly handled) to the
Capital Stock Issued account.
Finally, in connection with the explanation of any capital readjust
ment: since presumably the stockholders at the time of the dividend
payment in 1959 were either misinformed or under a misapprehension
as to the source out of which the dividend was paid, we believe the
stockholders are now entitled to be informed that the stock dividend
previously paid, is now deemed to have been paid out of Paid-In or
Capital Surplus.

Further Inquiry Following Our Reply
“There is a point of information that I omitted in my previous letter
to you pertaining to the stock dividend.
“The $90,000 stock dividend, and the $90,000 deficit in Undivided
Profits is just a coincidence. The $90,000 deficit was not created by
the $90,000 stock dividend alone.
“The important fact which I omitted in my letter to you was that
at the time that the stock dividend was declared, the Undivided
Profits account totaled $620,000, which consisted of the $400,000
originally set up as Undivided Profits, which we recognized as being
in fact Paid-In Surplus, plus $220,000 of actual earnings, of which
amount $130,000 was earned in the year the stock dividend was de
clared, and $90,000 was earned in the prior year.
“Subsequent cash dividends were almost equal with the earnings
of the bank for the years in which the cash dividends were declared.
It is this coincidence that leaves us with a deficit in the Earned Surinquiry:

658

BANKS

1905

plus (Undivided Profits) in an amount just about equal to the stock
dividend.
“The actual Resolution covering the stock dividend is as follows:

Resolved that a stock dividend of five shares of stock of “X”
Bank shall be issued for every 100 shares, to be declared subject
to meeting the necessary legal approval of same by the stock
holders, as well as the Comptroller of the Currency.

A subsequent Resolution at the Annual Meeting of Stockholders and
Directors detailed the manner in which the dividend was to be re
corded on the books, viz.:
Shareholders’ Resolutions Amending the
Articles of Association of ......................
Resolved, That, upon the effective date of a certificate of ap
proval to be issued by the Comptroller of the Currency, the com
mon stock of this bank be increased $45,000 by the issuance of
a stock dividend, thus increasing such stock to $945,000, which
shall be divided into 131,250 shares of the par value of $7.20 each;
and that the shareholders of the bank, of record on the date of
the adoption of this resolution, be entitled to share in such stock
dividend in proportion to their respective holdings of common
stock of the bank on that date.
Resolved Further, That, effective upon the increase of the com
mon stock to $945,000, the first paragraph of article Fifth of the
articles of association of the bank be amended to read as follows:

Fifth. The amount of capital stock of this Association shall be
Nine Hundred Forty Five Thousand Dollars ($945,000), divided
into 131,250 shares of common stock of the par value of Seven
Dollars and Twenty cents ($7.20) each; but said capital stock
may be increased or decreased from time to time, in accordance
with the provisions of the banking laws of the United States.

“Query. In view of the bank’s having actual earned surplus of
$220,000 at the time the stock dividend was declared, will your
opinion on the treatment of the stock dividend be different?”

Our Final Opinion
The following is in reply to your third letter which provides some
additional facts concerning the situation described in your first two
letters. The following is also confirmatory of certain conclusions
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which we expressed in our telephone conversation with you yester
day, viz.: that after further consideration of the facts set forth in all
of your letters, we still adhere to the opinion and conclusions ex
pressed in our previous letter to you.
Basically, our opinion is that $310,000 of the original $400,000
credit to Undivided Profits should be reclassified by a transfer to
Paid-In Surplus; $90,000 of the original $400,000 had already been
effectively reclassified ($45,000 as part of Capital Stock Issued, and
$45,000 as Paid-In Surplus) at the time of recording the stock divi
dend.
We also reiterated our view that chapter 7B of A.R.B. No. 43 (re
quiring a charge to retained earnings in the amount of the fair
value of dividend shares) should not apply to the particular situation
in question; rather, that this situation should be approached as a re
adjustment of capital accounts to correct an improper entry previously
made and/or entries resulting from action taken based on misinfor
mation as to the true status of capital accounts.
We further stated in our telephone conversation the view that stock
dividends (since they do not involve a severance of corporate assets)
do not represent a distribution out of capital, but that, to the extent
total cash dividends paid exceed cumulative operating profits of the
bank since 1956 — to such extent there has been a corporate distribu
tion out of paid-in capital which should be disclosed, either in the
manner indicated at p. 22.28 of the Accountants’ Handbook (Ronald
Press Co., N.Y., 1956) or in the manner suggested by Carman G.
Blough in his column in the March, 1948, November, 1958, or October,
1959 issues of The Journal of Accountancy.
Incidentally, as so often happens when discussing these matters by
telephone, we neglected to comment on another aspect of the stock
dividend, as follows: When we read your second letter to the effect
that “The 5 per cent (declared stock dividend) was applied to the
total of the Capital Stock and Paid-In Surplus ($1,800,000)” we
thought it rather odd that the amount of the dividend be computed
in such manner. After reading your last letter, we find nothing either
in the language of the actual resolution covering the stock dividend
or in the subsequent resolution of the shareholders which you quote,
which would indicate that in computing the amount of the dividend,
5 per cent should be applied to the total of the Capital Stock and
Paid-In Surplus. Perchance “someone just decided” that this was the
way it had to be done?
inquiry:

658

BANKS

1907

Inquiry 659
Creating valuation reserves for securities and building by charges
to undivided profits account of bank
“Our client bank has total assets of $10,000,000 of which $2,000,000
is the cost basis of U.S. Treasury Bonds which will mature ratably
each year from 1960 through 1969. Other details of these bonds at the
current- and prior-year audit dates are as follows:
Current Audit

Cost Basis
Market Value
Par Value

$2,000,000
1,875,000
2,030,000

Prior Year’s Audit

$2,000,000
2,025,000
2,030,000

“Our first question is threefold: (1) What is the recommended
basis for the presentation of these bonds on a statement of financial
condition? (2) Is there more than one acceptable method of presen
tation, and if so, what? (3) If the current statement of financial con
dition must show the bonds at market value, how should the Federal
income tax which would be saved on the loss be presented?
“Our second question pertains to the bank’s carrying value of a
newly-constructed building. The new building cost $700,000 when
the capital stock was carried at $300,000. Under the Federal Reserve
Act, the bank is required to get permission from the Comptroller of
the Currency before it invests an amount greater than its capital
stock in bank premises. The result was that the bank agreed, in com
pliance with the Comptroller of the Currency’s request, to reduce the
carrying value of the bank premises to $500,000 and raise the capital
stock to $500,000. The bank thus decreased the bank premises by
$200,000 and increased the capital stock by $200,000 from the pro
ceeds of the sale of additional shares. In your opinion, what is the
proper presentation of these facts on the statement of financial con
dition? Are there alternatives which would be acceptable?”
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Our Opinion
We believe the NABAC Manual—Bank Accounting, Auditing and
Operation (National Association of Bank Auditors and Comptrollers,
Chicago, 1951, at pp. 17, 56-7, and 64-8)1 indicates a treatment or
presentation for the securities and the building which is deemed ac
ceptable and authoritative by the fraternity of bank auditors and
comptrollers as well as bank supervisory authorities.
However, Montgomery's Auditing (Ronald Press Co., N.Y., 1957,
at pp. 94, 146, 158-60, and 236-7) indicates the manner of recording
and presenting both securities and property, plant, and equipment
from the standpoint of generally accepted accounting principles.
If the approach recommended in the NABAC Manual is used, viz.,
creating valuation reserves by charges to a capital account such as
Undivided Profits, we do not believe you should state an opinion to
the effect that financial position is presented fairly in accordance
with generally accepted accounting principles. You would, at least
with respect to the items in question, be able to state that the presen
tation was in accordance with procedures recommended by the Na
tional Association of Bank Auditors and Comptrollers. It almost goes
without saying that writedown of the plant by a direct credit to the
Buildings account and debit to the Undivided Profits account would
represent a clear case of a “hidden reserve” and would, in our opinion,
be unacceptable from any standpoint.
You will note on p. 159 of Montgomery that three methods of stat
ing marketable securities on the balance sheet are mentioned, viz.:
1. By providing an allowance for the indicated shrinkage when the
total cost of securities exceeds the total amount at market quota
tions (matter of possible adjustment of the allowance for sub
sequent recoveries in market price not discussed);
2. By stating the securities at cost, with the amount of the securities
at market quotations indicated parenthetically or otherwise; and
3. By stating the securities at market quotations with cost indicated
parenthetically or otherwise.
Ordinarily, in providing an allowance or in making a direct write
down to a lower market, the provision should be made or loss recog
nized by a charge to income.
1 A 1963 edition of the NABAC Manual is now available.
inquiry:

659

BANKS

1909

Regarding the tax allocation aspect mentioned under (3) in the
second paragraph of your letter, perhaps the more palatable approach
would be to make the writedown net of the future tax saving on the
loss. Otherwise, if the gross amount is credited to the securities ac
count, the corresponding debit would be split between a “deferred
tax benefit” charge and a loss-net-of-deferred-tax-benefit charge to
operations. We suppose many accountants would in this case favor
disclosure of possible tax benefit on the recognized but unrealized
loss in a footnote without giving effect to tax allocation in the state
ments proper.
Incidentally, if the $200,000 writedown of building cost were made
by a charge to income and $500,000 were subsequently to be used as
a depreciation base for regular book purposes, the taxes applicable
to the $200,000 difference between depreciation for book and tax
purposes should be set up as a deferred charge to operations. If on
the other hand, a $200,000 “valuation reserve” were created by a
charge to the Undivided Profits account, and subsequent depreciation
of the building for both book and tax purposes is based on the $700,000 amount, then there would be no tax allocation problem.
Incidentally, one sound alternative to reducing the carrying value
of the building would be to issue a stock dividend of $200,000. Con
sideration should be given to the fact that creation of a valuation re
serve by a transfer from the Undivided Profits account results in a
restriction of that account.
By transferring $200,000 to the Capital Stock account, the stock
dividend would formalize the restriction, but the result would be a
fair presentation of the asset in question in accordance with generally
accepted accounting principles.
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Inquiry 660
Balance-sheet classification of excessive bad debt reserve of
commercial bank
“A commercial banking client of mine inquires as to how they
should show their Bad Debt Reserve on their balance sheet.
“Many banks in this area show this reserve as a part of their capital
structure, or 'Net Worth,’ upon the theory that all known losses have
been charged off and this Bad Debt Reserve is in the nature of a
contingent or surplus reserve.
“However, a few banks in this area carry 48 per cent of this re
serve as a part of their ‘Net Worth,’ presumably upon the theory
that, since the reserve has been allowed for income tax purposes,
there is a contingent 52 per cent liability against it.
“Will you please advise on this subject?”

Our Opinion
In our opinion, if the banking client in question has used the re
serve method for tax purposes in providing for bad debts and has
followed the same method for book purposes, then, presumably, the
annual addition to the reserve in any tax year has been determined
by applying a percentage to outstanding loans (other than govern
ment insured loans) of such year — the percentage itself being based
on either of two experience formulas, viz.: (1) moving average ex
perience factor based on last 20 years, or (2) average experi
ence factor based on any 20 consecutive years after 1927. If such
is the case, then we would have little reason to believe that the
balance in the reserve account is excessive and every reason to believe
that the amount of the reserve measures with some degree of ap
proximation, probable losses (or losses which, based on retrospection,
may be expected). Accordingly, under such circumstances, we believe
it would be improper for a bank to reflect the reserve (either the total
amount or portion thereof) as a part of its capital structure or “Net
Worth.” From the standpoint of generally accepted accounting prin
ciples, a bank should reflect the reserve as a deduction from the face
amount or gross balance of the receivables.
On the other hand, to the extent that there is real evidence that
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any reserve which has been accumulated by charges against income of
current and prior years, exceeds all known or foreseeable losses by a
material amount, then to such extent the reserve should in principle
be reclassified and allocated 52 per cent to deferred tax liability and
48 per cent to undivided profits. The entire amount of any such ex
cess should not be returned to undivided profits, because it is contrary
to generally accepted accounting principles to carry any taxable in
come to earned surplus (or undivided profits) without first having re
duced same by the attributable tax burden. We assume that any such
material excess would eventually be subject to tax, when, as, and if,
distributed.1

Inquiry 661
Should bank ignore accruals of interest income and expense?
“This letter does not have reference to bank auditing problems but
it does indirectly as it concerns the correct method of computing tax
able income by commercial banks.
“We have been asked by a commercial bank to prepare its cor
poration income tax return for the year 1959. This is a relatively
small bank which has been in business for approximately three years.
The previous corporation income tax returns had been prepared by
a public accountant who has gone to a lot of work at the end of the
taxable year to compute the prepaid and accrued interest on every
loan that the bank has outstanding as of the end of the year. This per
haps did defer some taxable income for the bank when it started, but
since its loans and profits have leveled off, it appears to us that the
time required to continue this method of computing the taxable in
come in the future would increase the cost of preparing the tax return
tremendously. During the past year, I have secured permission from
1 For an excellent discussion of a similar problem respecting excessive reserves for
losses on loans faced by stock savings and loan associations, see Section 23 entitled
“Deferred Income Taxes for Stock Savings and Loan Associations” at pp. 169-75 of
Accounting and Reporting Problems of the Accounting Profession (Arthur Andersen
& Co., October, 1962).
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the Treasury Department to establish a reserve for bad debts for this
bank based on the bad debt loss percentage of a neighboring bank,
and this will result in such a tax saving for the bank that it is not
anticipated that the bank will have any taxable income for the next
two or three years. In view of this and the above information, would
it not be your suggestion that prepaid and accrued interest computa
tations be ignored for the purpose of preparing the income tax return
for this bank?
“Your suggestions regarding this tax problem will be gratefully
received and appreciated.”

Our Opinion
You ask: “Would it not be your suggestion that prepaid and ac
crued interest computations be ignored for the purpose of preparing
the income tax return for this bank?” To this we are required to
answer, as a matter of policy, that we do not undertake to give
opinions on tax questions. It does appear, however, that your question
basically has to do with the practical desirability of ignoring the com
putation of interest expense and income accruals both for tax and
financial presentation purposes. Writing from the Institute, we of
course find it difficult to recommend non-adherence to accrual-basis
accounting, unless it is clear that the cost and effort involved in com
puting accrued interest far outweighs any added refinement achieved
in the accounting.1
Relevant to the questions whether interest should be accrued and
whether banks regularly accrue interest, see the discussion in the
Accountants Handbook (Ronald Press Co., N.Y., 1956, pp. 5.27,
5.33-7,11.50-2, and 20.5).
We note further for your consideration the discussion of “Cash and
Accrual Accounting” in the NABAC Manual —Bank Accounting,
Auditing and Operation (National Association of Bank Auditors and
Comptrollers, Chicago, 1951, pp. 68-84) .1
2 The Manual, it seems to us,

1 In this connection, see the brief item entitled “Should Cash or Accrual Basis Be Used
in Small Loan Business?” which appeared at p. 69 of Carman G. Blough’s column
in the July, 1950 issue of The Journal of Accountancy.
2 A 1963 edition of the NABAC Manual is now available.
INQUIRY:
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rather clearly indicates the merits of accrual-basis accounting and
thereby encourages the accruing of interest. Note especially the
description at pp. 79-80 of the various methods in use for accruing
unearned discount on installment loans. After careful scrutiny of this
material, you may find that certain of the available techniques are
feasible and adaptable to your client’s situation. If at all practicable, it
would seem to be the better course in the long run for the client
to get on to a complete accrual basis “for keeps.”
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Inquiry 662
Non-taxable dividends paid by utility "out of other than earnings
or profits” — should mutual fund recipient record as investment
income?
“I am a member of the American Institute of Certified Public Ac
countants and treasurer of an unincorporated mutual fund which
qualifies for Federal income tax purposes as a regulated investment
company.
“A letter from Mr. Emanuel Toder, CPA, Controller of Consolidated
Edison Company of New York, relating to certain accounting prob
lems facing public utilities was printed in the October, 1959 issue of
The Journal of Accountancy. The problems discussed by him produce
problems for some of the stockholders of such utilities. Included in
this group of stockholders are the mutual funds who must be very
careful to follow accounting procedures consistent with Federal
regulations.
“Because of the difference between the net profit realized by such
a utility as determined for income tax purposes, and the net profit
determined for statement purposes, these utilities pay a portion of
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their dividends from sources that are not taxable for Federal income
tax purposes. Such dividends received by a mutual fund are generally
disbursed during the year received to the shareholders of that mutual
fund. In the case of our mutual fund, the trust indenture requires a
100 per cent payout of all investment income during the year received.
“One question raised by the receipt of such non-taxable dividends
is whether the non-taxable portion of such dividends should be ex
cluded from the income of the mutual fund and the basis of the port
folio securities reduced by an equal amount. This, of course, would
result in a smaller amount of investment income available for dis
bursement. The Federal Income Tax Code, of course, requires such
non-taxable dividends to be handled in this manner.
“This method would avoid the showing by the investment company
of one cost for statement purposes and another cost for income tax
purposes. It might also avoid a possible duplicate payment of income
taxes on an amount of undistributed income equal to such non-taxable
dividends. A mutual fund’s dividends and capital gains are either dis
bursed in the year received or carried over for disbursement in future
years. Assuming the total disbursement for a given year to be fixed, a
reduction in the amount of investment income will require an equal
increase in the amount of capital gains disbursed. The result would be
a smaller amount of undistributed income carried over and, therefore,
a smaller amount subject to income tax. On the other hand, when the
portfolio securities are sold there will be a greater profit (or smaller
loss) on the sale. The result would be that the income tax paid for the
year of the sale would be greater than if the cost had not been ad
justed for the non-taxable dividend. Since the amount of such nontaxable dividends received by the mutual fund would be very small
when figured on a per share basis, it probably would not be feasible
to inform the shareholder that a portion of the dividends received by
him are to be considered non-taxable. However, if the investment in
come disbursed by the mutual fund is considered to include the nontaxable amounts received (dollarwise this could be important), the
amount of capital gains disbursed would be reduced and the taxable
carryover would be increased.
“My reason for writing this letter is that I am trying to arrive at an
answer to the following points:
“1. Is it correct accounting procedure for a mutual fund to record
the full amount of such dividends received from utilities and to con
sider such dividends as investment income available for disburse
ment to the shareholders?
“2. Can such non-taxable income be assumed to retain the noninquiry:
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taxable status when received by the shareholders of the mutual fund?
Or would it be similar to interest, which subject to certain limitations,
is considered dividend income when received by the shareholders? In
like manner, short-term capital gains, subject to certain limitations,
pass through to the shareholders as long-term capital gains.

“Personally, I believe that correct accounting procedures would re
quire such non-taxable dividends to be included in the investment
income available for distribution. I also believe that, while there is a
possibility of an element of double taxation, it would be necessary to
have one cost of portfolio securities for statement purposes and a
lower cost basis for income tax purposes. I have no specific informa
tion concerning the method to be used by a mutual fund in reporting
this segment of the dividend income in Federal Form 1099. Not having
any information to the contrary, I would assume that, if the amount
were large enough to measure on a per share basis, the shareholder
should be notified that a certain portion of his dividends for the year
is not subject to income tax, and that the non-taxable portion would
not be included on the Form 1099.
“I realize it is not your policy to give income tax opinions. However,
I am interested in the correct accounting procedure to be followed,
and consider the income tax problem to be of lesser importance.
Nevertheless, I must arrive at an answer to both problems.”

Our Opinion
In our opinion, the conclusion expressed in the first sentence of the
next to last paragraph of your letter is a sound answer to the first
question raised in your preceding paragraph.
It seems to us that, in deciding upon the proper treatment from the
standpoint of generally accepted accounting principles, of corporate
distributions made by utilities “out of other than earnings or profits,”
the shareholders or recipients should give considerable weight to the
criterion mentioned in the last paragraph of the item “Treatment of
‘Capital Gain Dividends’ by Fiduciary Shareholders” which appeared
in Carman G. Blough’s column at pp. 220-1 of the August, 1953 issue
of The Journal of Accountancy, viz.:
... the basic distinction to be drawn by the accounting entity is
between (1) payments received as true liquidating dividends (i.e.,
where payments are specifically made out of legal capital as part
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of a formal policy of retrenchment) or payments representing a
return of contributed capital made out of paid-in surplus, and
(2) other dividend payments made from accumulated earnings,
whether such earnings are derived from the payor company’s
regular operations or from “capital-gain” transactions. If this dis
tinction is maintained, the accounting entity receiving a dividend
payment of the latter type would treat it as ordinary income.

Available factual information regarding the dividends in question
indicates that they are not “true” liquidating dividends. In this con
nection, it is relevant to note the following footnote appearing at
pp. 159-60 of Hills’ The Law of Accounting and Financial Statements
(Little, Brown & Co., Boston, 1957), viz.:
Corporation laws and court decisions relating to the payment
of dividends often use terms such as “out of capital” or “out of
surplus.” These expressions indicate a quantum and not a res. The
former indicates that the value of the ... assets remaining after the
dividend is paid does not equal the sum of the corporation’s lia
bilities plus the legal capital. The phrase “out of surplus” means
that there is net worth above the margin of legal capital to cover
the distribution.... (citations)
By this test, it would be a rare case where the distribution by a
utility “out of other than earnings or profits” would properly be con
strued as one made “out of capital” — especially if it is borne in mind
that in making any such determination, one should look to the net
worth account balances as reflected by its books on the assumption
that such balances represent the cumulative results of the utility’s
adhering to the regulatory agency’s prescribed system of accounts
and upon the further assumption that adherence to generally accepted
accounting principles in the past would not have produced sub
stantially different account balances. Accordingly, it seems to us the
dividends in question should properly be regarded as investment
income.1
1 For their general relevance to the questions you raise, see the following references:
1. “Those Dividends Were Not Paid Out of Capital,” by A. J. G. Priest (in Public
Utilities Fortnightly for Dec. 19, 1957, at pp. 1001-05).
2. “Dividends Out of Capital,” by Clifford H. Domke (in American Gas Association
Proceedings, 1957, at pp. 47-50).
3. “Looking into Tax-Free Dividends,” by Clifford H. Domke (in American Gas
Association Monthly for April, 1958, at p. 27 et seq.).
4. “Determination of Accumulated Earnings and Profits” (Committee on Taxation,
Illinois Society of CPAs, in The Illinois CPA for Winter 1958-59, at pp. 37-45).
INQUIRY:
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In our opinion, the views set forth in the first-listed footnote refer
ence support the conclusion that the so-called non-taxable dividends
received by a mutual fund should, from the several standpoints of
state corporation law, regulatory agency accounting requirements, and
generally accepted accounting principles, be recorded as investment
income available for disbursement to the shareholders.
Incidentally, it seems no more unusual for a regulated investment
company to record and reflect the dividends in question as investment
income even though a portion thereof may be used to reduce the tax
basis of portfolio securities, than it is for a regulated utility to charge
operations with normal or straight-line depreciation while deducting
amortization or accelerated depreciation for tax purposes, thereby
reflecting a book income greater than taxable income (as well as
accretions to earned surplus greater than accretions to “earnings or
profits”).
One CPA having many years’ experience with investment trust audits
with whom we discussed your problem, indicated that in the cases
where his clients had received dividends “out of other than earnings or
profits,” such dividends were treated as investment income.
Regarding the second question raised in the second from last para
graph of your letter, as you know, we do not as a matter of policy
undertake to give opinions on tax questions. However, we believe it
is dangerous to conclude that because certain income is non-taxable
in the hands of a corporate recipient, such income when distributed
to a shareholder of such corporate recipient, is also non-taxable. When
one reads a statement by a tax authority to the effect that “earnings
and profits include tax-free interest,” one is not inclined to draw any
hasty conclusion to the effect that the tax-free dividends in question
retain a non-taxable status when received by shareholders of the mu
tual fund.
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Inquiry 663
CPA’s report on public utility, where prescribed accounting and
generally accepted accounting principles conflict
“A question has arisen as to whether the National Association of
Railroad and Utilities Commissioners’ Uniform System of Accounts,
as prescribed by the Public Utilities Commission, takes precedence
over generally accepted accounting principles where the two may con
flict, particularly with respect to the disposition of plant acquisition
adjustment balances.
“May we have any information or views you have on this subject?”

Our Opinion

You inquire whether the NARUC’s Uniform System of Accounts
“takes precedence” over generally accepted accounting principles
where the two may conflict, particularly with respect to the disposi
tion of plant acquisition adjustment balances.
Although we cannot be sure just which aspects of your question
you want discussed, we assume, since it would be outside our province,
you do not intend that we attempt to answer the broad legal question
involved, viz., under what circumstances will a court of law upset or
leave undisturbed a public service commission’s order that a utility
employ a certain unorthodox accounting method or procedure?
We might mention that some of the broad aspects of the question
you raise have been discussed expertly by accountants elsewhere, e.g.
see the chapter “Accounting and Regulation” in George O. May’s
Financial Accounting (Macmillan Co., N.Y., 1943) or the series of
three articles on “Power Price Fixing,” by James L. Dohr (in The
Journal of Accountancy, for June, July, and August, 1945) or the ar
ticle on “Utility Regulation,” by Henry A. Horne in the Institute’s pub
lication Contemporary Accounting (1945). These references are rather
“old” as references go, but like old wine, are good.
However, if by your use of the term “takes precedence,” you mean
to ask whether a Certified Public Accountant in the situation de
scribed may properly issue an unqualified opinion on a utility’s fi
nancial statements, using language identical with that of the soinquiry:
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called standard short-form auditors’ report, your question should be
answered in the negative. It seems to us that where a Certified Public
Accountant is convinced that a certain accounting method or pro
cedure prescribed by a commission and complied with by a utility
is not “in conformity with generally accepted accounting principles,”
he has two alternatives: (1) to withhold an opinion or express an
adverse opinion, or (2) to take an exception and qualify his opinion.
Conflict frequently arises in cases where a Uniform System of Ac
counts or Commission order makes mandatory the rapid writeoff of
amounts charged to the plant acquisition adjustment account, when
such amounts assertedly represent actual costs expended and when, if
treated in accordance with generally accepted accounting principles
(e.g., the principles governing treatment of intangibles in the ac
counts or depreciation accounting) these amounts might be carried
in the accounts indefinitely or written off over a much more extended
period.
In many of these situations, of course, it is debatable whether the
treatment ordered by a Commission is materially different from what
generally accepted accounting principles require. [N.B. See Inquiry
497 in this book.] In any case, however, where the Certified Public
Accountant is convinced that there has been a material departure
from such principles, he should state specifically, in a separate para
graph of his report, just what the exception is and that the accounts
conform with Commission requirements but not with generally ac
cepted accounting principles. The exception should then be referred
to in the opinion paragraph of the accountant’s report, whether it be
qualified or adverse.1

1 Subsequent to this correspondence, Statements on Auditing Procedure No. 32, Quali
fications and Disclaimers (AICPA, 1962) appeared. See under “Regulated Compa
nies” therein, par’s 38 and 39. Cf. S.A.P. No. 33 (1963) at pp. 70-1.
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Inquiry 664
May right-of-way clearing costs be capitalized as part of utility
line construction cost?
“It has been the practice by utilities that use the Federal Power
Commission manual of accounts to charge the cost of rights, interests,
and privilege held in land owned by others, such as leasehold, ease
ments and right-of-way, including costs of acquisition, surveys, initial
clearing, etc., to an account entitled ‘Land and Land Rights.’
“In doing some thinking on this situation, I find that my thoughts
lean toward wanting to charge the above-mentioned costs to the cost
of construction as part of the assembly units rather than keep the
cost separate in an intangible, non-depreciable account.
“If these costs are bona fide costs to increase the total cost of plant,
but are shown in a separate account, the problem of retiring this cost
becomes a very detailed item if any portion of the plant is retired from
service. In most cases, I have found that charges to the Land and
Land Rights account remain intact even though some portion of fines
has been retired.
“To give you an illustration, we have 9 miles of 34.5 KV Transmis
sion fine with a total contract cost of $26,912.87 and an additional
cost of $2,850.45 for Engineering and $1,317.18 for Right-of-Way
Clearing and Easement. In computing the average unit cost per as
sembly unit, if we do not include the Right-of-Way Clearing, etc.,
we are not in my opinion showing the true cost per unit. Although this
is an intangible item, it should be included just like engineering cost
which is also an intangible item, but considered part of the cost of
construction, and included in the average cost of the construction
assemblies.
“In another example, in this same contract we have 6 poles, 55-2
class; average unit cost of these poles without the cost of right-of-way
was $100.85, but with the cost of right-of-way added was $105.30.
“In the building of distribution or transmission fines and setting up
the Continuing Plant accounting on the construction assembly unit,
is it more logical and feasible to consider the cost mentioned as part of
the unit rather than allow this cost to remain in an intangible asset
account? This will give a better understanding and picture of the com
plete cost of any job.
“I would like your opinion of my idea on construction cost charges.
In setting up Continuing Plant account, would you suggest that the
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account ‘Land and Land Rights,' excluding the actual land, be dis
tributed on a percentage basis to the construction units? We would
like to know your reason for or against.”

Our Opinion
Although it is possible that for some special purposes (say, in con
nection with budgeting construction outlay or appropriation requests)
you may find it more useful to include right-of-way clearing costs as
part of the complete cost of the construction assembly unit or job,
nevertheless we do not favor use of the treatment which you recom
mend, for general accounting and statement purposes. It seems to
us that expenditures for draining, filling, clearing, and grading of
land are all made for the purpose of making the land suitable for its
intended use or purpose, i.e., for the installation of transmission lines
or facilities. The expenditures in question are directly applied to the
improvement of the right-of-way, not to the facilities as such.
In this connection, we note that item 9.M.8 of Instructions — Elec
tric Plant Accounts (at p. 46 of the FPC’s Uniform System of Ac
counts) does make a minor exception to the requirement that ex
penditures incurred for the grading of land be capitalized as part of
the costs of “Land and Land Rights,” i.e., when such expenditures are
“directly occasioned by the building of a structure.”
Regarding the point in question, see pp. 239-40 of Montgomery’s
Auditing (Ronald Press Co., N.Y., 1957). You will note that in dis
cussing “Land and Land Rights — Includible Costs,” this authority
states without further comment that “expenditures for draining and
filling,... and for clearing and grading land, are capitalizable (Land
and Land Rights) items.”
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Inquiry 665
Booking of loan upon loan application approval
“Will you give an opinion on the following problem and the reason
for the opinion?
“In an REA-financed telephone company, what should be the ac
counting at the time of the government’s approving a loan applica
tion? The amount of the loan is certain. The mortgage agreements are
signed, but no specific note has as yet been signed nor money ad
vanced.
“Should the approval of the loan be recognized in the books, or
recognition wait until notes are signed?”

Our Opinion
From a legal standpoint, we believe the debtor-creditor relation
ship does not technically arise until the loan proceeds are actually
advanced or an unconditional credit made to the account of the bor
rower. Certainly at such time a borrower may properly give account
ing recognition to the loan transaction. We are not in a position to
state whether approval of the loan application in the circumstances
briefly outlined in your letter is tantamount to the REA’s extending an
unconditional credit.
However, even if the loan application approval merely evidences a
contractual commitment to make a loan (which at that juncture would
not give rise to a debtor-creditor relationship), and granted that a
contractual commitment is not usually regarded as the operative event
at which time accounting recognition of a transaction is required,
nevertheless we believe recording of the loan transaction on the basis
of notice of loan approval would be deemed acceptable by many ac
countants. We believe those favoring this treatment would justify same
principally on the grounds that the statements would be made more
useful if such information were reflected and that the money would
in all probability be advanced in ordinary course (going-concern
premise).
For a discussion relevant to the question you raise, see the item
“Should Loan Commitments be Recorded?” which appeared in Car-
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man G. Blough’s column at pp. 519-20 of the December, 1950 issue
of The Journal of Accountancy.1

Inquiry 666

REA cooperative — depreciation reserve in excess of related
plant account
“A letter which I addressed to the Rural Electrification Administra
tion concerning a problem that I have encountered in the course of
an audit, follows.
“I would appreciate any comments you might have on the prob
lem.”

Letter

from

CPA to Administrative Officer of REA

“In the course of my audit of the records of the............... Electric
Cooperative, Inc., for the year ended December 31, 1960, I have dis
covered the following problem.
“The Cooperative keeps in its general plant classification an account
for transportation equipment. It also keeps a separate reserve for de
preciation, and since 1957, it has been depreciating the transportation
equipment at the rate of 2 per cent per month of the month-end trans
portation equipment account balance. The account balances as shown
by the Cooperative’s records are as follows:

12-31-59:
Equipment account
Reserve account
12-31-60:
Equipment account
Reserve account

$48,408.91
43,783.96
$43,579.00
48,933.08

1 Material relating to “Long-Term Obligations to R.E.A.” appearing at pp. XIII, 9-10,
16, and 20 of the publication entitled Minimum Standards and Procedures for CPAs
Auditing the Books of R.E.A. Borrowers (Electric) [R.E.A. Bulletin 185-1, August,
1956] should also be helpful.
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“The Cooperative, during 1960, has made several trades of equip
ment, trading downwards, for lower-priced units, resulting in a lower
equipment account at the end of 1960. As has been the practice under
utility accounting, no gain or loss has been recognized for the sale or
exchange of units.
“At the end of the 1959 audit, it was apparent that the reserve was
high in relation to the equipment account, but there was no Board
action in 1960 to reduce the rate being used. At the monthly meeting
in January, 1961, the Board did reduce the annual rate from 24 per
cent to 20 per cent.
“As at December 31, 1960, the Cooperative had transportation
equipment on hand of approximately $18,000, at current market value.
I feel it is necessary to reduce the reserve account at 12/31/60, to
reflect a more proper relationship between the accounts involved, but
I am not sure by how much, and how to consider the contra credit.
“I would like your advice as to how to handle this problem.”

Our Opinion
It is not clear to us from your letter to the REA (e.g., third para
graph thereof) as to just how retirements, replacements, and ex
changes of assets were handled in the accounts. With the composite or
group account method, the actual or estimated cost of units retired
should be credited to the equipment account and such cost adjusted
for any net salvage should be charged to the depreciation reserve or
allowance account. Replacement units of equipment if acquired in a
trade or exchange should be charged to the equipment account at
their fair value or estimated cash purchase price. Replacement units
acquired outright for cash should, of course, be recorded in the equip
ment account at incurred cost.
Adjusting the depreciation reserve or allowance account so as to
bring the net depreciated value of the equipment up to the $18,000
current market value figure would be an easy, but in our opinion not
a correct, solution.
One thoroughgoing corrective solution here, it seems to us, would
be the following:

1. Take a complete physical inventory of the equipment still in use
and price the equipment at acquisition cost where acquired for cash,
inquiry:
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or at fair value or estimated cash purchase price at date of acquisi
tion, where acquired in a trade or exchange.
2. Assign each item in inventory a remaining useful life currently
estimated by management, and add thereto the number of years since
acquisition of the item to get revised total years of useful life for each
item in equipment inventory.
3. The depreciation rate based on the revised total useful life of
each item should be applied to the cost or other value assigned an
item to determine one year’s depreciation thereon.
4. Add together one year’s depreciation for all items and determine
the percentage of total depreciation for one year for all items to the
gross value of the physical inventory of equipment as costed or priced.
This composite rate should be applied to the gross carrying value of
the equipment account in determining the provision for depreciation
in future years.
5. Classify items of equipment still in use by respective years of
acquisition and apply the newly-derived composite rate to the total
carrying value of equipment for each acquisition year. Multiply total
depreciation as found for each year of acquisition by the number of
years expiring through 12/31/60. Add the totals of products thus ob
tained to get cumulative depreciation applicable to items of equip
ment in inventory at 12/31/60.
6. Transfer the excess of the present balance in the depreciation
reserve or allowance over cumulative depreciation as determined in
item 5, from the depreciation reserve to Miscellaneous Credits to
Margins and Equities (Account No. 434.1, REA Uniform System of
Accounts, effective January 1, 1961) and then close either to Patrons’
Capital Credits (Account No. 201.1) or to Patronage Capital Assign
able (Account No. 201.2), depending on materiality.
It may well be that a less involved way of adjusting the reserve
is available. For example, if it were the fact that certain retirements,
replacements and exchanges had been handled erroneously in the
past, e.g., by direct writeoff to operations or to an equity account
rather than to the reserve, then possibly an adjustment could be made
which would transfer the charges in question to the depreciation re
serve.
In any event, it almost goes without saying, the excess of the
reserve account over the equipment account at 12/31/60 should not
be carried forward in the reserve account.
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Inquiry 667
Year-end accruals of expense and revenue by public utilities
“A footnote in the balance sheet of this water utility (of which I
have just become treasurer) makes reference to the fact that certain
unrecorded liabilities and accruals are not reflected therein. After dis
cussing the matter with our auditors, I am in full agreement with
them as to the necessity for the footnote. My difficulty lies in
persuading the people directly responsible for this situation to record
accruals and liabilities at the close of the accounting period. They
inform me that the practice of closing the books promptly, but failing
to record accruals and liabilities in full is accepted and common prac
tice in the utility field. I would appreciate your views on this position.
“It is my thinking that with respect to unrecorded and unbilled
revenues, accepted accounting practice would not require special
mention in the statements. The unrecorded revenues referred to are,
of course, sales of water between the dates of the last meter readings
and the close of the accounting period. It is obviously impracticable
to read all meters at the close of the accounting period, and in the
absence of rate changes or other material factors occurring during the
period under consideration, the distortion of gross income would not
be material in amount. I would also appreciate your views on my
understanding of accepted practices with respect to this particular
point.”

Our Opinion
We are inclined to the view that while disclosure of the matter in
question is not mandatory in the absence of extraordinary circum
stances (assuming consistency of practice, of course) nevertheless,
disclosure is desirable — merely because the statements do not literally
reflect all possible accruals of expenses and revenues applicable to the
fiscal period involved.
Incidentally, we have no actual survey of utility practice regarding
end-of-period accruals. However, we strongly suspect that your peo
ple’s statement that “faffing to record accruals and liabilities in full
is accepted and common practice in the utility field,” is true in one
degree or another. Some evidence of this fact is offered by the follow
ing telegraphic exchange with another Institute member.
inquiry:
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Telegraphed Inquiry
“Client is Class B telephone utility reporting on calendar year.
Revenue includes tolls charges from November 21 to November 20.
Expense includes charges from connecting company from December
21 to December 20. Please advise wire collect if this consistent prac
tice conforms to generally accepted principles. If not, advise required
adjustments or certificate qualifications. As matter of information,
revenue includes income for local service for the reporting period.”

Our Reply
Assume impracticable that time period for tolls revenues coincides
with time period for connecting company charges. If present practice
consistent and results not distortive for any reason, believe no signi
ficant violation of matching principle involved. Somewhat analogous
to practice of consolidating companies having different fiscal years.
Desirable disclose practice in statement footnote or as necessary ex
planation in report.
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Inquiry 668
Capitalization, by water district, of line extensions paid for by
users
“One of our clients, a water district, has asked us to pass upon their
policy respecting capitalization of certain expenditures, and we are
unable to determine whether the contemplated policy would result in
our being unable to render an opinion each year. The district is a
political subdivision, and has bonded indebtedness. Operations are
financed from the tax levy on real property, and from revenue from
the sale of water to users, agricultural, as well as domestic.
“This is their problem: There are instances when certain prospec
tive users pay for the extension of the line to their properties. Many
times these are substantial expenditures. The district then connects
the water flowing through the main line. The district wishes to know
if it would be possible to capitalize the amounts spent by the users
as part of the system. It is felt by the engineer-manager that this would
give a truer picture of the actual value of the system. Since this is a
political subdivision, no depreciation is taken on the system, so this
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would not be an element to consider. However, since this policy of
capitalizing expenditures made by others would in effect not comply
with generally accepted accounting principles in regard to historical
costs, we are wondering if it would be permissible.
“In examining financial statements issued by several political sub
divisions and publicly-owned utilities, we note that in many cases in
recent years, depreciation policies have varied from that of basing
depreciation charges strictly on cost. We would appreciate your letting
us know what your opinion is concerning the proposed changes by
our client.”

Our Opinion
We are inclined to disagree with the conclusion stated in the last
sentence of the second paragraph of your letter. We believe the cor
respondence directly following this reply may help to clarify the prin
cipal question you raise. As the correspondence indicates, amounts
directly paid or contributed to the system by users which are there
upon applied to construction may be treated as deferred revenues or
donated capital. It seems to us that all expenditures for construction
may properly be capitalized irrespective of the fact that users ad
vance or contribute the funds, so long as the system acquires an ab
solute title thereto or such property interest therein as enables it to
employ the constructed facilities to its economic advantage. One might
contend that under such circumstances, to capitalize an amount less
than the total expenditures for the construction would run counter
to the principle which requires capitalization of assets at their full
historical cost.
We suppose that one among the several cases to which you have
reference in the third paragraph of your letter is that of the Sacra
mento Municipal Utility District. The latter, we understand, reflects
price-level or fair-value depreciation in its financial statements.
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Inquiry
Treatment by utility of customers’ main extension deposits for
feited
“I should like to submit a question as to the proper method of
handling the confiscation of customers’ extension deposits by a water
company owned and operated by a municipal authority organized
under the laws of the State of.................
“A memorandum follows containing three discussed methods of
treatment and all the relative facts involved.
Memorandum Re Accounting Treatment of Customers’ Extension
Deposits, Outstanding at Date of Acquisition, Confiscated Since
Date of Acquisition

“The question concerns the proper treatment by a water system
utility of customers’ main extension deposits confiscated because of
the expiration of the extension deposit agreements, such deposits
having been outstanding liabilities at the date a water system was
acquired through complete liquidation of a water company. In the
liquidation proceedings all of the physical assets of the water company
were received as a liquidating dividend by a Municipal Authority
being sole owner of all of the company’s outstanding capital stock.
The Municipal Authority, in addition to receiving the physical prop
erty, also received certain current assets and assumed certain liabilities
including the liability for customers’ advances for main extensions.
These agreements expire at various times over a period of 8 years
from date of acquisition.
“The current assets and the liabilities assumed were recorded on the
Authority’s books at book value to the water company. The value as
signed to the physical property received represented the difference be
tween the total amount of bonds issued by the Authority to purchase
the capital stock of the water company and the net value of the other
assets received in liquidation.
“The following three methods of treatment have been considered:

1. The amounts confiscated should be credited to Contributions in
Aid of Construction or a similar surplus account.
2. The amounts confiscated should be credited to the value assigned
to physical property as a reduction of liabilities at acquisition.
3. The amounts confiscated should be credited to income (treatment
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recommended, for customers’ extension deposits confiscated, by the
State Public Utility Commission in their Uniform Classification of
Accounts for Water Utilities).”

Our Opinion
In our opinion, it may not be stated categorically that any one of the
three treatments set forth in your letter is proper under all circum
stances. Each of the methods has been justified or used in practice.
We intend to point out some of the pertinent considerations briefly
and leave the rest to your judgment.
Depending upon the purpose and the terms of the particular agree
ment, it seems to us the customers’ advances may be regarded as es
sentially (a) a payment to defray wholly or in part the cost of con
struction of a plant, or (b) a payment to compensate the utility for a
prospective or estimated deficiency in revenue, or a prepayment of
revenue, or (c) a donation or contribution of permanent capital.
As far as we can determine, customer advances for extensions of
mains or lines are not generally accounted for as a reduction of the
cost of construction of plant. Where the deposits are subject to refund,
their final accounting disposition is deferred until expiration of the
period of possible refund, and lapsed amounts or amounts to which
the utility becomes entitled under the agreement are treated as in
either method “1” or method “3” in your memorandum.
We note, for example, that the uniform system of accounts for water
works recommended by NARUC as well as that promulgated by the
New York State Public Service Commission contains an account “Cus
tomers’ Advances for Construction” which, we believe, is similar to
the Customers’ Main Extension Deposits account referred to in your
letter. The account instruction states that “when a customer is re
funded the entire amount to which he is entitled, according to the
agreement or rule under which the advance was made, the balance,
if any, remaining in the account shall be transferred to ... Contri
butions in Aid of Construction.”
On the other hand, the regulatory commissions of the states of
Washington and Oregon recognize certain extension contributions as
non-refundable prepaid revenue. The Oregon System of Accounts for
Electric Utilities (effective January 1, 1937) contains an account eninquiry:
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titled “Prepaid Line Extension Revenues.” The account is charged
and an appropriate revenue account credited, as the development
period for which payment is made expires.
It occurs to us that amounts of deposits which, upon expiration of
extension agreements, accrue to the utility, might also be justified as a
credit to income on the ground that they represent prepayments made
in lieu of subsequent surcharges for service in addition to regular rates.
It seems to us that in cases where Public Service Commissions pro
vide for transfer of advances not required to be refunded, to the
Contributions-in-Aid-of-Construction account, and there is no further
provision made for disposition of balances accumulating in the latter
account as is generally the case, the Commissions are looking upon
the amounts transferred as a donation or contribution of permanent
capital.
We might mention a final point of interest in this connection. The
New York Commission, in an amendatory order dated November 30,
1943, provided for the disposal of balances in the Contributions-in-Aidof-Construction account, by crediting amounts applicable to property
already retired to the depreciation reserve, and amounts applicable
to existing property to the appropriate plant accounts. All new contri
butions are to be credited originally to the appropriate plant accounts,
the result being that plant is recorded at net cost to the utility. In
our opinion, this disposition improperly eliminates a significant ele
ment of historical capital contributed to the utility and fails to reflect
accountability for the total cost of physical assets employed in oper
ations.

Inquiry 669
Plant and equipment installed at air base by telephone co
operative, and reimbursed on basis of contracts with USAF —
contributions in aid of construction or deferred income?
“Will you please furnish us with your answers to the questions
posed in the letter which follows. We are requesting answers from
you not merely for comparison purposes, but rather for our own satis-
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faction since we must certify to the financial statements under audit.
“The following letter, as you can see, is addressed to the Rural
Electrification Administration who have informed us that they will
correspond directly with the Federal Communications Commission
and the General Accounting Office to obtain their recommendations
to assist in answering the questions.
“For your information, our client is a mutual telephone co-operative
financed with REA funds. Their by-laws provide that all income in
excess of expenses shall be assigned to their patrons on the basis of
each patron’s revenue to the total revenue. The United States Air
Force is a member and a patron and will receive capital credits. The
capital credits are not to be paid until the co-operative’s financial
position reaches a certain point.”

Correspondent’s Letter

to

REA

“As you know, we are in the process of auditing the books and
records of.................... Telephone Corporation, for the twelve months
ended June 30, 1961.
“They have executed various contracts with the United States Air
Force in relation to installations at the................Air Base. We are experiencing some difficulty as to the proper handling of cash receipts
from these contracts. There are two types of payments received in re
lation to each contract: (1) payments intended to reimburse the
co-operative for construction costs hereafter referred to as an ‘amorti
zation charge’ and (2) payments intended to reimburse the co-opera
tive for maintenance, salaries, interest and other items of an operating
expense nature hereafter referred to as a monthly service charge.’
“Telephone Corporation has entered into three different basic types
of ten-year contracts with the USAF. These types can be described
as follows:
1. The United States Air Force agrees to reimburse the co-operative
for 100 per cent of the construction charges immediately and to pay
the monthly service charge on a monthly basis for ten years.
2. The USAF agrees to reimburse the co-operative for the construc
tion charges on a monthly basis over a five-year period. The amor
tization charges are based on an annual repayment representing 22
per cent of the total construction charge. In this case, the co
operative receives 110 per cent of the construction charge over a
five-year period. In addition, they agree to pay the monthly service
charge over a period of ten years.
3. The USAF agrees to reimburse the co-operative for the construcinquiry:
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tion charges on a monthly basis over a ten-year period. The amorti
zation charges are based on an annual repayment representing
11 per cent of the total construction charge. In this case, the co
operative receives 110 per cent of the construction charge over a
ten-year period. In addition, they agree to pay the monthly service
charge over a period of ten years.
“Contracts designated as ‘2’ and ‘3’ include a provision that, if the
USAF requests a termination of service during the amortization
period, they will pay a termination charge consisting of the unpaid
amortization charges. The co-operative also agrees to reimburse the
USAF for any salvage realized from the equipment for which services
were terminated.
“We believe that the monthly service charges should be recorded
as income and, consequently, they present no problem.
“On December 22, 1959, the co-operative received permission from
the State Public Service Commission to set up a special account en
titled ‘Contributions in Aid of Construction in which to record the
periodic payments received from the USAF representing reimburse
ments of construction costs. There is some question, however, whether
or not this procedure would be the most acceptable, all factors con
sidered. We would, therefore, appreciate answers to the following
questions:
“A. Under contract type '1' should the 100 per cent construction
charge be credited to an account entitled ‘Contributions in Aid of
Construction,’ to remain there permanently; or should it be credited
to a deferred income account, to be amortized over a ten-year period?
“B. Under contract type ‘2’ should the amortization charges be
credited to an account entitled ‘Contributions in Aid of Construction,’
to remain there permanently; or of the 22 per cent received each year
should 20 per cent be credited to ‘Contributions in Aid of Construc
tion’ and 2 per cent be credited to income; or should the entire amount
be credited to a deferred income account and be amortized in such
a manner that 10 per cent of the total amount is amortized each year?
“C. The answer to question ‘B’ will supply an answer to the
method of handling contract type ‘3.’

“In addition to the above, we have a question pertaining to the re
cording of depreciation on the telephone plant situated at the...........
Air Force Base. As stated earlier, the co-operative has agreed to reim
burse the USAF for any salvage realized from equipment for which
services were terminated during the amortization period. We have
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been unable to determine if the same situation applies for termina
tions after the amortization period. We have been under the impres
sion that when the amortization period has been completed, the tele
phone plant remains the property of the co-operative. My client has
informed me, however, that during a conversation with one of the
officers, it was stated that if any of the plant becomes obsolete, the
co-operative will be reimbursed in full for the cost of replacement, but
that if any of the plant has to be replaced because of normal usage,
the co-operative will not be reimbursed for the cost of replacement.
“Because of the nature of the equipment involved and in view of
the obsolescence factor, we had decided to use a depreciation rate of
10 per cent per annum. If it is decided that the amortization pay
ments are properly includable as income, there will be no problem
insofar as depreciation is concerned. A problem would arise, however,
if it is decided that the amortization payments should be credited
to ‘Contributions in Aid of Construction.’ Our final questions, there
fore, are these:
“D. In conjunction with questions ‘A,’ ‘B’ and ‘C’ what is the
recommended rate of depreciation? And to what account should the
depreciation be charged?

“The co-operative maintains separate general ledger accounts for
the Air Base operations and will, of course, assign capital credits to
the USAF for each year of operation. In view of the fact that there
may be as much as ten million dollars involved, we feel it is impera
tive that the accounting be such as to present most fairly the financial
position of the company at any given date and the results of operations
for any given period.
“Some of the facts set forth in the preceding paragraphs may have
a slight variance from the actual contracts (such as percentages), but
we believe the basic problems are presented factually.”

Our Opinion
In our opinion, the installations at the............... Air Base should be
considered as a project which all parties intended to place on a selfliquidating basis within a ten-year period. Inasmuch as the reimburse
ment for construction costs is basically contractual rather than con
tributory or donative in nature or intent, and since such reimburse
ment is made by a party benefiting directly, not indirectly, we believe
inquiry:
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there are reasonable grounds for crediting reimbursements for con
struction costs to deferred income to be amortized [irrespective of
the pattern of payment(s)] in such a manner that 10 per cent of the
total amount is amortized each year. Your 10 per cent per annum de
preciation rate also seems reasonable under the circumstances; and
depreciation expense calculated at that rate should be matched
annually with the portion of deferred income recognized as earned.

Inquiry 670
Contributions in aid of construction — from housing developers
for utility’s cost of line extensions
“We are in the process of preparing the necessary financial state
ments for use in an SEC registration for a local public utility, which
furnishes water and sewage service.
“As is customary in the industry, the utility receives contributions
from housing developers for the cost of extending the services to their
areas. In turn, the utility acquires the necessary assets for providing
this service.
“It is my understanding that such assets — for accounting purposes
— are carried at cost on the balance sheet. The amount amortizable in
each accounting period is transferred from the reserve account for
contributions in aid of construction to an allowance for depreciation
account. The amount amortized is not deducted from income in com
puting the earnings per share.
“Please advise if the above position is correct.”

Our Opinion
In our opinion, the manner of building up the depreciation allow
ance account (by periodic transfers from the Contributions-in-Aid-ofConstruction account) described in the third paragraph of your let
ter, is contrary to generally accepted accounting principles.
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As we view it, the Contributions-in-Aid-of-Construction account is
basically a capital surplus account (and neither an estimated liability
account nor a “reserve” in the sense of an appropriation of earned
surplus). Accordingly, a procedure whereby the periodic amounts of
depreciation or amortization are charged against the Contributionsin-Aid-of-Construction account clearly runs counter to one of the
basic accounting rules or principles early adopted by the Institute
membership, viz.: “Capital surplus, however created, should not be
used to relieve the income account of the current or future years of
charges which would otherwise fall to be made thereagainst.” [See
chapter 1, item 2, p. 11, of Accounting Research and Terminology Bul
letins (1961).]
In our opinion, facilities constructed with funds derived from con
tributions in aid of construction should definitely, from the standpoint
of proper accountability for all assets employed in the business,
be given asset status, be reflected at cost in the balance sheet, and
be subject to depreciation accounting. Thus, it almost goes without
saying we believe it proper to deduct depreciation in computing earn
ings per share.

Inquiry 671
Municipal water line extensions financed by subdividers, and
reimbursed by municipality out of customer revenues
“We have been concerned about our presentation of the following
situation on the statement of a water department of a municipality
in Mississippi.
“The situation arose from the following that is stated in the minutes
of the municipality: ‘The following agreement is entered into with
subdividers of property located outside the city limits. (a) Water
extensions are to be made at the expense of the property owner and
the water department is to be paid in advance for any materials,
labor, and/or services rendered. (b) Easement is to be in the name of
the city and/or public domain. (c) Actual cost is to be refunded to
the applicant on the following conditions: Size of the line installed
INQUIRY:
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shall not be less than that prescribed by the water department. Re
fund shall be made on a quarterly basis out of the actual receipts
from the sale of water to customers situated outside of the city and
served through said water extensions. That said applicant shall be
entitled to receive 40 per cent of all revenue from water delivered
through said system. Such refunds shall continue until they shall have
equalled the actual cost of the extension or until 15 years have passed,
whichever shall occur first. (d) The yearly cost to city shall be the
maximum refund under any circumstances.’
“We believe that the proper accounting for the situation above is
as follows, but we shall welcome criticisms or suggestions as to the
proper presentation of same: The original cost of the extensions under
the paragraph above shall be capitalized as part of the cost of the
water system which would offset a credit to the account ‘Customers’
Advances for Construction.’ The amount that is currently due to the
subdividers under (c) above having been determined, shall be classi
fied as a current liability. Full disclosure of the contract shall be
stated in the report, and a footnote presented on the balance sheet.
The 40 per cent of water revenue that goes to the subdivider shall be
shown as a reduction of sales.”

Our Opinion
Regarding the proposed accounting for the transactions outlined
in your letter, one criticism we have is that the account “Customers’
Advances for Construction” appears to be inaccurate or a misnomer
under the circumstances. We personally would be inclined to credit
an account “Advances by Subdividers for Construction” when and as
they are made by the subdividers. When the customers outside the
city limits are billed for sales of water and corresponding receivables
recorded, 60 per cent of the billing should, in our opinion, be credited
to “Sales of Water” and 40 per cent thereof to “Customer Contribu
tions in Aid of Construction”; concurrently, an amount equivalent to
40 per cent of the billing should be transferred from the “Advances by
Subdividers for Construction” account (non-current) to a “Refunds
Due Subdividers” account (current).
The foregoing treatment, of course, is premised on the thought
that it is actually the benefited customers who ultimately contribute
or pay in the funds supporting the capital construction. Especially in
a case where premium rates are charged to beyond-city-limits cus-
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tomers (presumably to cover main line extensions) would we feel
that use of the “Customer Contributions in Aid of Construction” ac
count would be proper. If regular rates are charged these customers,
perhaps a case could then be made out for avoiding use of the Con
tributions-in-Aid account altogether and crediting gross billings to
such customers, to Sales.

Inquiry 672
Lines paid for by patrons to obtain service, but owned by utility
—balance-sheet presentation
“Would the following presentation be accepted for a utility in the
capital and liability section of the balance sheet?
Stockholders’ Equity
Capital Stock Issued at Par
Retained Earnings
Total Paid in and Earned Capital
Contributed Capital by Patrons —
Contribution in Aid of Construction
Total Stockholders’ Equity
Creditors’ Equity
Current Liabilities
Long-Term Liabilities
Total Creditors’ Equity
Total Stockholders’ and Creditors’ Equity

xxx
xxx
xxx
xxx
xxx

xxx
xxx
xxx
xxx

‘We would appreciate your comments.

Our Opinion
We are not prepared to attempt to state what the particular com
mission or agency involved here might require or accept in the way
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of balance-sheet presentation for the situation outlined in your letter.
However, regarding your suggested presentation, we personally are
inclined to disfavor the term“Creditors’ Equity” as a substitute for
the term “Liabilities to Creditors” — not because the root meaning of
the word “equity” does not embrace all rights or claims to assets
whether they be those of creditors or of proprietary interests but be
cause the term “liability” stresses the obligational aspect rather than
the claim or entitlement aspect.
Assuming that the amounts provided by patrons to pay for the line
extensions are to be reflected as capital contributions, then you may
wish to consider the following descriptions as alternatives to the
description which you propose, viz.: either “Capital Contributed by
Patrons in Aid of Construction” or “Contribution by Patrons in Aid
of Construction.” However, in the particular circumstances of this
case, we have definite reservations concerning presentation of the
amounts provided by patrons as part of stockholders’ equity. Rather
than elaborate anew on the reasons why, see the relevant correspon
dence directly following this reply which indicates a rationale for
treating the “contributions” as deferred revenue.

Inquiry 673
Regarding alternative treatments of contributions in aid of con
struction

Initial Inquiry
“The following questions pertain to water works accounting.
“Contributions in aid of construction are shown on the credit side
of the balance sheet immediately beneath reserves and directly above
surplus. We have been computing depreciation for book and state
ment purposes on the total cost of the utility plant and equipment
including the funds received in aid of construction. In our income
statement, we have been showing depreciation of the equipment and
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plant in two figures; on the cost to the water works less the contribu
tions in aid of construction and another figure covering depreciation
on the amounts received in aid of construction. We have been show
ing the depreciation applicable to contributions in aid of construction
as a reduction of the contributions and adding it back to paid-in
surplus.
“We are of the opinion that this treatment is incorrect. We would
like to have sufficient information to enable us to handle this item
correctly.”

Initial Opinion
The discussion in Foster and Rodey’s Public Utility Accounting
(Prentice-Hall, Inc., N.Y., 1951) makes it quite clear that, depending
on the particular circumstances under which contributions in aid of
construction or for fine extensions are made by customers or others,
such contributions may be regarded as essentially (1) payments to
defray wholly or in part the cost of construction of plant, or (2) pay
ments to compensate the utility for a prospective or estimated de
ficiency in revenue, or revenue prepayments made in lieu of subse
quent surcharges for service in addition to regular rates, or (3) dona
tions or contributions of permanent capital.
In our opinion, it may not be stated categorically that any one of
the three views as to the nature of the contributions is proper under
all circumstances. Each of the views has been justified on reasonable
grounds.
We assume that, in posing your particular question, you are pri
marily interested in financial presentation from the standpoint of the
annual report to stockholders — otherwise, the accounting would be on
the basis prescribed by the regulatory or other authoritative body.
Our own personal view is that the treatment which you have em
ployed in the income statement (showing depreciation of the equip
ment and plant in two figures), although not required, is quite ac
ceptable. On the other hand, we are inclined to disfavor your present
balance-sheet treatment (transferring amounts from contributions
to paid-in surplus). Even though the contributions are “labeled” or
specified as being “in aid of construction” and are not subject to re
fund, if they are made by customers who will be directly benefited,
we believe such contributions should be regarded as in “2” above.
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Thus, for annual report purposes, the accounting would be similar to
that required by the Washington and Oregon regulatory commissions
(see Foster and Rodey, p. 188). One not insurmountable difficulty
with this method, of course, is determining an appropriate “develop
ment period” over which to spread the “Prepaid Line Extension
Revenues” or other “Contributions.”
In the event that the contributions are made by states, munici
palities, other governmental agencies, or community groups only in
directly benefiting therefrom, and such contributions may clearly be
looked upon as subsidies, then we believe the third view of the con
tributions, i.e., as donations of permanent capital, is reasonable. If this
view is adopted, such donations of permanent capital may properly be
shown as “donated surplus” in reports to stockholders. However, we
feel it would be a definite improvement, from the standpoint of clear
disclosure, to designate the item as “Capital Contributed by Munici
pality” or by some other appropriate terminology which would indi
cate the non-customer, non-stockholder source of such capital.
The “net cost” accounting treatment required by the New York
State Commission which appears to eliminate the contributions from
the rate base (see Foster and Rodey, p. 188) does not seem reasonable
to us if the objective is to place the utility on a truly self-sustaining
basis once the initial contribution in aid of construction has been
made.
Incidentally, neither the NARUC’s 1957 Uniform System of Ac
counts for Class A and B Water Utilities, nor the Federation of Sew
age Works Associations’ Uniform System of Accounts for Sewer Utili
ties (1949) nor the Manual of Water Works Accounting (published
by Municipal Finance Officers Assoc. and American Water Works
Assoc., 1938) throws much fight on the treatment of “Contributions in
Aid of Construction.” The Manual does indicate, however, that in the
case of a municipally-operated water works, amounts contributed by
the municipality in aid of construction are credited on the utility’s
books to an account entitled “Municipal Equity.”

Follow-Up Inquiry
“In continuation of our correspondence, I am submitting the fol
lowing information:
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“The contributions in aid of construction are paid to the utility by
builders and land developers at a certain rate per house or per con
nection before the homes are even sold. Our clients, the utilities,
strongly oppose the net cost’ accounting treatment. On the other
hand, they do not wish to have their current operations suffer the
depreciation on the total cost.
“We are considering the following treatment for use on the oper
ating statements:

Income
Operating expenses
Net profit before depreciation
Less: Depreciation on net cost
$10,000
Depreciation allocable to contributions in
aid of construction
25,000

Distributed as follows:
Credited to earned surplus
Charged to contributions in aid of con
struction

$100,000
40,000
$ 60,000

35,000
$ 25,000

$50,000
25,000

$ 25,000

The above treatment would cause the contributions in aid of con
struction eventually to become part of the earned surplus.
“We have given consideration to showing only the net depreciation
in the operating statements and making an entry charging Contribu
tions in Aid of Construction and crediting Reserve for Depreciation
for the depreciation on the contributed portion. As these contributions
are not refundable and are not paid by the ultimate consumer directly,
in the mind of the utility operators, it is a form of capital contribution.
It has been suggested to us that we show it in the surplus section of
the balance sheet as Surplus from Contributions in Aid of Construc
tion, or as Capital from Contributions in Aid of Construction in the
capital section of the balance sheet. If this account is not to be
diminished in any way and it is not a liability, nor a deferred credit,
it would appear to be either a capital or surplus item.”

Follow-Up Opinion
In the light of your further letter, it seems to us a treatment whereby
you would show depreciation of the equipment and plant in two
figures (i.e., depreciation on net cost, and depreciation allocable to
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contributions in aid of construction) in the income statement, and
an account possibly entitled “Capital Contributed by Building Con
tractors in Aid of Construction” in the capital section of the balance
sheet, would leave little to be desired from the standpoint of the
nature of the items involved and clear disclosure of the sources of
the capital.
Since the contributions here are not made by the consumers directly
benefiting from utility service, we do not think the contributions
should ever lodge in earned surplus which, of course, represents ac
cumulated earnings. Likewise, if amounts are periodically transferred
from Contributions in Aid of Construction to Paid-In Surplus, when
the total contributions had finally been transferred to the latter ac
count, there would be no indication in the balance sheet as to the
origin or source of the paid-in surplus. And we believe there is some
merit in indicating the sources of capital, especially when contributed
by a non-customer, non-stockholder third party. Furthermore, with
regard to the client’s opposing the net cost treatment but not wishing
“to have their current operations suffer the depreciation on the total
cost,” it should be emphasized that accounting is a “two-way street.”
The case is analogous in certain respects to the generally accepted
accounting treatment when there has been an upward restatement of
property values. There, the Institute’s Committee on Accounting Pro
cedure has taken the view that if representations of higher values are
made in the balance sheet, depreciation in the income statement
should be based on such values.

Further Follow-Up Inquiry
“There is no question in our mind that the contributions in aid of
construction are paid by builders to underwrite the losses a utilities
company would sustain in the early years of operation in a particular
area. It appears quite logical then that a certain period could be
established as the development period and the contributions would
be amortized over this period. If we apply the Washington and
Oregon commissions’ recommendation as indicated on page 188 of
Foster and Rodey’s Public Utility Accounting, the portion amortized
each year would be credited to an income account and would subse
quently be closed into earned surplus. This treatment would make
everybody happy except someone who would read the statement
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casually and confuse the amortized portion with regular income. We
plan to overcome this with proper notations.
“Your opinion of the above would be appreciated.”

Final Opinion
In our opinion, the balance-sheet treatment of the contributions
which you advocate in your latest letter may be rationalized on the
ground that the contributions represent revenue prepayment made
to compensate the utility for a prospective deficiency in revenue or
revenue prepayments indirectly made by customers in lieu of sub
sequent surcharges for service in addition to regular rates. To sustain
this view, however, it seems to us one would have to contend that the
prospective customers were substantially making the contributions,
such amounts being included in the sales prices paid for their property,
the builders really being agents or conduits through which the pay
ments are made.
However, this gets a little too complicated. We personally are in
clined to favor the treatment suggested in our previous letter —
mainly because the contributions here are not directly made by con
sumers of the utility’s service. Even if one freely granted “that the
contributions in aid of construction are paid by builders to under
write the losses a utilities company would sustain in the early years of
operation in a particular area,” that would not make such contribu
tions, ipso facto, prepaid revenue. Capital contributions or subsidy
payments can have as their major purpose the absorption of losses
during a developmental period.
Of course, the taking of depreciation on the gross cost of facilities
rather than on the net cost is the most important requirement to be
met, it seems to us — increasing emphasis being placed nowadays on
full accountability for all property employed in operations and on an
accurate determination of net income on a going-concern basis.
Another exchange of correspondence dealing with a situation similar
to but distinguishable from the foregoing, directly follows.
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Inquiry 674
Sewage disposal system “connection charges” paid by users—
treatment as deferred revenue
“We have received from our client, a municipality, a copy of the
following letter pertaining to our audit report on the Sewage Disposal
System. The letter was sent to the chief administrative officer of the
municipality by the firm of investment bankers which handled the sale
of the municipality’s bonds. May we have your comments regarding
the question raised? Thus:
Re: $525,000 Blank Water Revenue Bonds
$600,000 Blank Sewer Revenue Bonds

“ ‘Thank you very much for the audit reports for the City’s Water
Supply and Sewage Disposal Systems for the period ended June 30,
1961.
“ ‘The Water Supply System appears to be operating in excellent
form with all reserves as required by ordinance. In regard to the
Sewer System, I have to disagree slightly with your auditors, who,
although making a comment that the connection charge has been
given consideration in determining the rate structure, do not include
this revenue in operating income. They do have a point that, for your
purposes, it could be considered in the nature of contributions in aid
of construction, rather than operating income. However, I should
point out that when these bonds were sold, a considerable amount of
income was projected from this specific charge (connection charge)
to provide for the specific coverage of current principal and interest
expense. Bondholders will be reviewing this audit report to determine
the current operating expense and income and, since the auditors’
statement does not include these connection charges as operating
revenue, a deficit operation is indicated. Admittedly, the auditors do,
in the general comments of their report, make reference to the con
nection charge and the resultant $12,000 profit; however, it is rather
hidden from a normal statement review. In general, the System is
operating in better shape than is reflected in the audit report, and I
feel you might be interested in the viewpoints of a concern who re
views your audit from the standpoint of a person who has invested
his money therein.’”
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Our Opinion
In searching for an authoritative discussion of the proper treatment
of “connection charges” in the accounting for a sewage disposal sys
tem, we have perused the Uniform System of Accounts for Sewer
Utilities (published by Federation of Sewage Works Associations,
Champaign, Ill., 1949), but we were unable to find any specific refer
ence to the term. We have also carefully studied the 1957 Uniform
System of Accounts for Class A and B Water Utilities (NARUC)
for whatever light it might throw on the problem raised by your let
ter, giving particular attention to the account descriptions for the fol
lowing accounts and their possible relevance to your client’s situation,
viz.:
271.
345.
347.
415.
416.

471.
663.
664.
914.
915.

Contributions in Aid of Construction
Services
Meter Installations
Revenues from Merchandising, Jobbing,
Costs and Expenses of Merchandising,
Work
Miscellaneous Service Revenues
Meter Expenses
Customer Installations Expenses
Revenues from Merchandising, Jobbing,
Costs and Expenses of Merchandising,
Work

and Contract Work
Jobbing, and Contract

and Contract Work
Jobbing, and Contract

Although close consideration of the function of the foregoing accounts
provides helpful background on the question raised in your letter, it
does not cover the specific situation.
In our opinion, since the payments for connection charges now re
flected in the balance sheet as “Assessments for Construction — Con
nection Charges” ($109,321.65) are made by users directly benefiting
from the sewage disposal system, there is definite precedent for treat
ing such payments as deferred revenues to be amortized and recog
nized as income over a period of years. The investment banker in his
letter states that “when these bonds were sold, a considerable amount
of income was projected from this specific charge (connection charge)
to provide for the specific coverage of current principal and interest
expense.” (our emphasis') Also, you state in your report that “a coninquiry:
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nection charge for all users of the new sewer system has been taken
into consideration in determining the rate structure.” Are we to take
this latter to mean that regular rates or service charges for use of the
system were pegged at a lower scale since consideration was given
to the fact that special surcharges would be made to cover connection
costs? If so, then we personally believe it quite reasonable to conclude
that the payments for connection charges in this particular case may
properly be regarded as “payments to compensate the utility for a
prospective or estimated deficiency in revenue, or revenue prepay
ments made in lieu of subsequent surcharges for service in addition
to regular rates,” and accordingly, that such payments should not be
treated as contributions in aid of construction, i.e., as part of perma
nent capital.
Essentially, our view is that all payments by users directly benefited
to defray the construction cost of services, line extensions, and con
nections, may properly be treated as deferred revenues; true “contribu
tions” or subsidies, i.e., by third parties only indirectly benefiting, may
be treated as contributions in aid of construction.
In view of the foregoing, if the items now reflected in the balance
sheet as “Contributions in Aid of Construction — Services” ($59,527.50)
and as “Contributions for Extensions of System” ($56,395.05), repre
sent payments by residential and industrial users directly benefited,
then in our opinion, such items also may properly be reclassified and
treated as deferred revenues.
Assuming you do decide that certain changes in accounting treat
ment are required or will make for a more useful financial presentation,
and that one or several of the items now reflected under “Municipal
Equity and Surplus (Deficit)” should be reclassified, it may be that
you need only reflect such changes and reclassifications in reporting on
the next fiscal period with appropriate explanation being made at that
time as to the reasons for such changes. We feel that your current
report and footnote sufficiently and appropriately explain the situ
ation, and that it may be entirely impracticable at this stage to try
to recall and revise the 1961 fiscal year reports and statements.
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Inquiry 675
Payments by developer to electric utility for installation of under
ground facilities
“This concerns the ‘Company,’ a privately-owned electric utility,
FPC regulated, Class A and using the Uniform System of Accounts.
The Company policy provides for charging the difference in cost be
tween underground and overhead facilities to persons making the
request. A work order is issued to collect Company costs during the
two-year construction period.
‘‘Problem: A real estate developer wishes all utilities to be placed
underground on property he is developing into a subdivision contain
ing thirty (30) lots (residential). A written agreement is made be
tween developer and Company covering the following:
1. The developer will pay cash of $10,000 to Company (see No. 5).
2. The developer will furnish various labor plus material, as per
Company specifications, valued by the Company at $12,000 in
stalled, and the Company to assume ownership.
3. The developer will furnish labor plus material, valued at $3,000 in
stalled, to provide services to seven existing houses. Customers
are to own and maintain these services. (No accounting is required
by Company.)
4. The Company will pay $200 to the developer for each all-electric
home built within the subdivision during the next four years.
Maximum Company liability would be $6,000.
5. A statement exists saying the $10,000 is for defraying the higher
costs of transformers, cable and future operating expenses above
those of overhead construction.

“In closing the work order we find the Company construction costs
are $20,000 for electric plant. During these two years the developer
was paid for ten (10) all-electric homes at a Company cost of $2,000.
(It is estimated the Company will pay the developer about $1,000
more, for all-electric homes, since there are only ten (10) lots re
maining for homes.)
“How should the Company account for transactions reflected under
Nos. 1, 2 and 4 and the Company’s $2,000 refund?”
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Our Opinion
In our opinion, the $10,000 and $12,000 payments by the developer
to the company should be accounted for as Contributions in Aid of
Construction, and the latter account should be reflected in the net
worth section of the company’s balance sheet.
Further, the company should reflect its actual expenditures incurred
in constructing the underground facilities together with the $12,000
value of the labor and materials furnished by the developer, as the
accumulated costs of the facilities under the appropriate fixed asset
heading.
We are inclined to view the $2,000 paid to the developer for build
ing ten (10) all-electric homes as promotional fees or commissions
which should be reflected within the Selling and Advertising Expense
category on the Statement of Operations.

Inquiry 676
Reflecting “contributions in aid of construction" as part of “stock
holders’ equity” — effect on accountant’s report
“I have a question about proper presentation of the account ‘Con
tribution in Aid of Construction’ on the balance sheet of a water
utility.
“The annual report required by the Public Service Commission of
Maryland has the following headings in this order:

Proprietary Capital
Long-term Debt
Current and Accrued Liabilities
Deferred Credits
Operating Reserves
Contribution in Aid of Construction

$___________
___________
___________
____________
___________
___________
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“Everything I can find in various books agrees substantially with
this arrangement of the accounts, and my report for the past several
years has conformed.
“Now, however, my client wishes to change the arrangement to the
following:
Stockholders’ Equity
Capital Stock
$__________
Capital Surplus
__________
Contribution in Aid of Construction __________
Earned Surplus
__________
Total Stockholders’ Equity
Long-term Debt
Current and Accrued Liabilities
Deferred Credits
Operating Reserves

$__________
__________
__________
__________
__________

“Their argument is this. They expect to go to the local banks to
borrow a substantial sum for expansion. Their experience in the past
has been that our local banks consider the Contribution in Aid of
Construction to be a liability and would not consider the loan. My
client feels that if this is combined with the Stockholders’ Equity, it
will make a more pleasing picture to the bank.
“Question: If the balance sheet is shown as the client insists, is it
necessary for me to qualify my opinion and/or state it is not in con
formity with generally accepted accounting principles applied on a
basis consistent with that of the preceding year?”

Our Opinion
Whether the item in question is viewed as a “reclassification” on the
ground that it is now for the first time being included under the major
caption “Stockholders’ Equity,” or as a change in the “arrangement”
of an item in the statement, we believe the change involved is suf
ficiently material to require disclosure and explanation in a note to
the financial statements. If no specific disclosure and explanation is
made in a note, then we believe such disclosure and explanation is
necessary in a separate second paragraph of your report, and in any
event, you may want to express your disapproval of the manner of
reflecting the item. However, although it does not appear that you
inquiry:
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would have to qualify your opinion on the ground of inconsistency
[see under “Reclassifications” at p. 47 of Statements on Auditing
Procedure No. 31, Consistency (AICPA, 1961)],* we personally be
lieve you should qualify or take an exception with respect to fair
presentation, viz.: “In our opinion, the accompanying . . . statements
. . . , except for the matter referred to in the preceding paragraph,
present fairly . . .”, etc. Although there may be no strings attached to
the Contribution in Aid of Construction, i.e., conditions imposed which
would give it the status of a liability, and although the item might
form part of stockholders’ equity upon liquidation, nevertheless in our
opinion, the proposed presentation by its placement may be unclear
or misleading to some readers of the statement as to the source of the
contributed capital. (We assume here, of course, that a third party,
and not the stockholders, has in fact made the contribution.) The
presentation could easily be clarified by giving the contributions-inaid item its own separate line and by indicating in its descriptive cap
tion who made the contribution.

Inquiry 677
Reporting on utility, where statements reflect plant donated by
Federal government
“In the course of my examination of a small utility, I find that a
plant costing approximately $40,000 has been placed on the books of
this unincorporated organization. The contra accounts credited were
the Reserve for Depreciation as adjusted (see below) and an account
called ‘Contributions in Aid of Construction.’ The plant was a gift
of the Federal government.
“The original cost, referred to above, was estimated by a firm of
reputable engineers. The plant was constructed in 1933 and depreci
ation was calculated from that date through June 30, 1960. The net
asset balance was the amount credited to the Contribution in Aid of
Construction account.
* Cf, S.A.P. No. 33 (1963) at p. 45,
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“This is the first audit of this company which began operations on
October 1, 1960. The State Public Service Commission which has ad
ministrative control over this utility insists that depreciation be in
cluded in the annual statement for rate-fixing purposes. Will you please
advise me on the following questions:
“1. Assuming that the plant, related reserve, and current writeoff
appear on their proper statement, should the statement be footnoted
or noted to this effect?
“2. What kind of opinion may I properly write, assuming all other
conditions are in order?”

Our Opinion
1. We gather from your letter that you are principally concerned
with the fact that a plant acquired by donation from the Federal
government has been given asset status in the client’s accounts and
financial statements and that the regulatory commission has pre
scribed depreciation accounting therefor. There is sound authority to
the effect that there should be accountability for donated property
and that such property may properly be subject to depreciation ac
counting.1
In our opinion, there would be no need for additional disclosure
by way of footnote so long as the caption indicates the carrying basis
of the donated property as being original cost to predecessor as esti
mated by independent engineers. If this information cannot con
veniently be disclosed via the caption, then it should be disclosed in
a footnote. Since it is important to indicate the sources of a company’s
capital, we personally believe it would be desirable (if the PUC does
not prohibit modifying the account caption) to change “Contribu
tions in Aid of Construction” to “Contribution from U.S. Government
in Aid of Construction,” or even more literally, “Capital Donated by
U.S. Government (Estimated Original Cost of Plant net of Accumu
lated Depreciation).”
1 See pp. 14.4, 16.4-5, 18.2, and 21.24-5 in the Accountants’ Handbook (Ronald Press
Co., N.Y., 1956); p. 245 in Montgomery’s Auditing (Ronald Press Co., N.Y., 1957);
pp. 340-1 in Finney and Miller’s Principles of Accounting — Intermediate (PrenticeHall, Inc., Englewood Cliffs, N.J., 1958); and pp. 380-1 in Backer’s Handbook of
Modem Accounting Theory (Prentice-Hall, Inc., N.Y., 1955).
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2. Regarding the nature of the report which you may properly ren
der on the statements of this regulated utility, “assuming all other
conditions are in order” (i.e., that apart from the question of the
donated plant, you are satisfied that the statements “present fairly...
in conformity with generally accepted accounting principles”), it then
appears that the only departure from generally accepted principles
lies in the fact that the donated plant is reflected in the statements at
estimated original cost net of accumulated depreciation rather than at
estimated current fair value at date of gift.
If available evidence suggests that the difference between original
net cost and current fair value is de minimis, then we believe you
may express an unqualified opinion. If you have reliable basis for indi
cating what the difference is (e.g., appraisal values as determined by
the firm of reputable engineers), then even if the amount is signi
ficant, we believe you may take an exception on the ground of non
conformity with generally accepted principles, mention the difference
involved, and then express a qualified opinion. However, where the
difference is not susceptible of evaluation and possibly material,
you should in our opinion, disclaim an opinion on the fairness of
the statements taken as a whole. The foregoing comments assume
we are talking about an opinion on the financial statements of the
regulated company which are being presented for purposes other than
a -filing with the State Public Service Commission. Regarding your
report on statements filed with the Commission itself, you may ex
press an opinion to the effect that the statements present fairly in ac
cordance with the prescribed regulations of the Commission.2
Some correspondence with another Institute member which sets
forth a rationale supporting the use of depreciation accounting in
connection with depreciable fixed assets acquired by gift, as well
as examples of report language for regulated companies which may
be a helpful guide in suggesting language appropriate for your report,
directly follow.

2 Subsequent to this correspondence, Statements on Auditing Procedure No. 32, Quali
fications and Disclaimers (AICPA, 1962) appeared. See under “Regulated Compa
nies” therein, par’s 38 and 39. Cf. S.A.P. No. 33. (1963) at pp. 70-1.
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Inquiry
Depreciation of assets acquired by gift
“I have come across a perplexing problem. In connection with fixed
assets, I note that Finney and Miller in their Intermediate Accounting
state that assets acquired as gifts should be depreciated. This leads
me to understand that a periodic expense charge will be established.
“To allow a reduction of income for something which was never a
cash expenditure nor an incurrence of an obligation seems confusing.
To me, this represents a contradiction of the definition of expense.
“May I have your comments?”

Our Opinion
We suppose if a donation or gift of a material amount of cash were
made to a company, say by a municipality or by a chamber of com
merce wishing to attract the company to their community, and the
company recorded the receipt of the cash and then invested the funds
in depreciable property, plant, and equipment, you would feel a little
more comfortable about recognizing depreciation charges based on the
amount expended for such assets.
In our opinion, a rationale supporting the use of depreciation ac
counting in connection with depreciable fixed assets acquired by gift,
might take the following position: As Finney and Miller (Principles
of Accounting — Intermediate) point out, it has long been conven
tional practice to record gifts of fixed assets at their fair value on the
ground that the purpose of accounting is to reflect accountability,
and accordingly, it seems proper for management to report some value
for all assets for which it is accountable. While cost to the accounting
entity in question is the usual measure of accountability, if an asset
is acquired by gift, there is still an accountability, the amount of which
seems to be properly measured by the fair value of the property.
This accountability does not stop with the balance sheet. If the assets
are deemed to be properly includible within the family of fixed assets,
it is then sound accounting practice annually to estimate and accrue
as to each classification of depreciable property owned, an amount
which at the time it is retired will with its salvage value replace the
original investment therein. Or as a layman might put it, the machine
inquiry:
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in its lifetime must pay for itself before it can be said to pay anything
to its owner. In measuring the results of its operations, a company
should recognize periodically the loss of useful value of all assets em
ployed in the productive operations. If a company intends maintain
ing its present level of operations, if it will in the ordinary course of
business find it necessary to replace its present complement of assets
(however acquired), and if it does not foresee the replacement of
certain assets by obtaining further gifts, then it should take into con
sideration the expired service yield of all fixed assets in order to ob
tain a realistic measurement of operating results. The foregoing is
compounded of reasons and assertions. Nevertheless, we believe we
have indicated the “fine of argument.”
We note that part of the Institute’s definition of depreciation ac
counting (Accounting Terminology Bulletins No. 1, Review and Ré
sumé, p. 25) reads:
“Depreciation accounting” is a system of accounting which aims
to distribute the cost or other basic value of tangible capital
assets ... over the estimated useful life of the unit... in a sys
tematic and rational manner... a process of allocation, not of
valuation. (emphasis ours)

Thus, there is room in the Institute’s definition for a depreciation basis
other than cost.
The more heated controversies regarding the propriety of taking
depreciation on donated or contributed fixed assets have been in the
tax accounting, utility accounting, and non-profit organization (hos
pitals, colleges) accounting areas.
Language for Use in Reporting on Regulated Companies

Although unofficial, we believe the following specific guidelines are
in substantial conformity with the requirements set forth and reports
envisioned by par’s 38 and 39 (“Regulated Companies”) of State
ments on Auditing Procedure No. 32, Qualifications and Disclaimers
(AICPA, 1962).*

Where accounting practices prescribed by regulatory agencies but
deemed contrary to generally accepted accounting principles are fol
* Cf. S.A.P, No. 33 (AICPA, 1963) at pp. 70-1.
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lowed in financial statements other than those to be filed with the
regulatory bodies (e.g., in published reports), the independent audi
tor should refer in his report to a footnote describing such variances
and their effect upon the financial statements, where material, or dis
close the details in his report. In cases where regulated companies
are not prohibited from adjusting their financial statements, in such
instances, to conform to generally accepted accounting principles, it
is preferable that the statements be so adjusted, thereby permitting
the independent auditor to issue an unqualified opinion. Differences
between the financial statements as filed with the regulatory body and
the statements, as adjusted, should be disclosed in a footnote.
If the statements are not adjusted, the independent auditor must
decide whether the effect of these variances upon the financial state
ments is material enough to require an exception in his report as to
fair presentation of financial position and results of operations, or is
of such materiality to require an adverse opinion.
When the independent auditor believes that the deviations are not
sufficiently material to require an adverse opinion as to fair presenta
tion (as for example, the failure to employ tax-effect accounting), his
opinion should include an exception and may read somewhat as fol
lows:
(Middle paragraph) — The company is required to maintain
its accounts in conformity with principles and methods of ac
counting prescribed or authorized by the (regulatory authority).
These principles and methods differ in several respects from gen
erally accepted accounting principles as set forth in Note............
(Opinion paragraph) — In our opinion, except for the variances
referred to in the preceding paragraph, the accompanying state
ments present fairly the consolidated financial position of CDE
Company and its subsidiary companies at December 31, 19..,
and the results of their operations for the year in conformity with
generally accepted accounting principles applied on a basis con
sistent with that of the preceding year.

When the independent auditor believes that the effects of devi
ations are of sufficient materiality to require an adverse opinion, his
report may read somewhat as follows:
(Middle paragraph)—The company is required to maintain
its accounts in conformity with principles and methods of account
ing prescribed or authorized by the regulatory authority, which
INQUIRY:
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principles and methods differ in several respects from generally
accepted accounting principles as set forth in Note........
(Opinion paragraph) — In view of the materiality of the effect
of the variances from generally accepted accounting principles
referred to in the preceding paragraph, we are of the opinion
that the financial statements do not present fairly the financial
position of JKE Company at December 31, 19.., nor the results
of operations for the year then ended in conformity with generally
accepted accounting principles.
In cases where regulated companies are required to adhere to ac
counting practices prescribed by the regulatory authority in all finan
cial statements including annual reports (e.g., insurance companies),
then whenever statements of such regulated companies reflecting devi
ations from generally accepted accounting principles are to be used
for purposes other than filing with the regulatory body, and are re
ported upon by independent auditors, the primary financial state
ments, prepared in the prescribed form, should be supplemented by
statements of adjusted earnings and stockholders’ (members’) equity.
Furthermore, if such primary financial statements are not so supple
mented, independent auditors should not associate their names with
them, or if an opinion is issued on such primary statements alone, it
should be adverse.
The independent auditor’s report on the primary statements, when
supplemented by statements of adjusted earnings and equity, should
indicate the following:
1. That the basic statements have been prepared in accordance
with the accounting practices prescribed by the regulatory body.
2. That accounting practices prescribed by the regulatory body
differ from generally accepted accounting principles, and that the ef
fect of such differences upon stockholders’ (members’) equity and
net income is set forth in the supplemental statements.

Illustrations of independent auditors’ reports prepared on the above
basis, follow:
A. Unqualified Opinion (supplemental statements provided)
We have examined the statement of admitted assets, liabilities
and surplus of X Company at December 31, 19.., and the state
ments of income and surplus for the year then ended, together
with the related supplemental statements. Our examination was
made in accordance with generally accepted auditing standards,
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and accordingly included such tests of the accounting records and
such other auditing procedures as we considered necessary in the
circumstances.
In our opinion, such financial statements present fairly the ad
mitted assets, liabilities and surplus of X Company at December
31, 19.., and its income and changes in surplus for the year in
conformity with accounting practices prescribed by (regulatory
body) applied on a basis consistent with that of the preceding
year.
Variances between accounting practices followed in the prepara
tion of such financial statements and generally accepted account
ing principles are explained and the effects thereof summarized in
the accompanying supplemental statements. In our opinion, the
financial statements together with the supplemental statements,
present fairly the company’s financial position at December 31,
19.., and the results of its operations for the year then ended in
conformity with generally accepted accounting principles applied
on a basis consistent with that of the preceding year.
B. Adverse Opinion (supplemental statements not provided)
We have examined the statement of admitted assets, liabilities
and surplus of X Company at December 31, 19.., and the state
ments of income and surplus for the year then ended. Our ex
amination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the ac
counting records and such other auditing procedures as we con
sidered necessary in the circumstances.
The accompanying financial statements of the X Company at

December 31, 19.., have been prepared by the company on the
basis of the accounting practices prescribed by the (regulatory
body). The prescribed practices vary in certain respects from
generally accepted accounting principles (description of variances
and effect).
Because of the significance of the variances referred to in the
preceding paragraph, it is our opinion that the financial state
ments do not present fairly the financial position and results of
operations in conformity with generally accepted accounting prin
ciples.

Where the purpose of the financial statements upon which the CPA
is reporting is solely for use of a regulatory body, a description of any
deviations and their effects, in a footnote to the financial statements,
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may be omitted, providing the CPA’s report contains a statement to
this effect:

The accompanying financial statements differ in some respect
from what they would have been if prepared in conformity with
generally accepted accounting principles, but since we have been
informed that these statements are intended solely for the use of
(regulatory body), the effect of such deviations is not pertinent.
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Municipal Accounting
(Miscellaneous Problems)

Inquiry 678
Necessity or propriety of including certain audit findings in
CPA’s report on municipality vs. handling by supplemental
letter
“Your organization might be in a position to furnish some assistance
with a problem now at hand which concerns civic affairs and local
government —an activity in which your articles from time to time
have encouraged participation by Certified Public Accountants (see
The Journal of Accountancy for February, 1961). My interest in the
questions raised here is due to my present office as a councilman and
mayor pro tem in the residential city of Shangri-La, a small city.
“The article in your March, 1961 issue titled ‘Notes to Financial
Statements,’ by Stephen Chan was very timely so far as I am con
cerned, because it covers a subject with which our City Council is
now confronted in the form of ‘unfinished business’ which has been
carried over from our last annual audit for the period ended June 30,
1960. The Accountants’ Report is dated September 28, 1960 and this
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was followed by a separate ‘Supplemental Letter of Explanations and
Recommendations’ dated October 5, 1960. The questions raised by
the auditor in the Supplemental Letter remain to a large extent un
settled at this time, insofar as items I and II of the letter are con
cerned.
“Attached you will find copy of Accountants’ Report, Statements of
Assets and Liabilities for various funds as prepared by the auditor
as part of Accountants’ Report, and the Accountants’ Supplemental
Letter of Explanations and Recommendations for the fiscal year
ended June 30,1960. Exceptions listed in the Supplemental Letter are
quite self-explanatory and the implications obvious to a trained ac
countant.1
“It is my opinion that the subjects treated in the auditor’s Supple
mental Letter are of such materiality as to require inclusion in the
Statements of Assets and Liabilities of the various funds and in the
Accountants’ Report. The reasons why I hold this opinion are based
primarily upon related contents of Municipal and Governmental Ac
counting, by Chatters and Tenner; and Municipal Accounting and
Auditing, by the National Committee on Governmental Accounting,
September, 1951.
“Further reasons are contained in the Water Supply System Ordi
nance dated December 15, 1955, to which the auditor refers in Sup
plemental Letter, particularly Section 18, reading in part as follows:
Said city further covenants and agrees with the holders of said
bonds ... that it will promptly file with the original purchasers of
said bonds a copy of each annual statement which it is required to
file with the Municipal Finance Commission and will also file with
such purchasers a copy of the Annual Audit of the system certified
to by a Certified Public Accountant, within 90 days after the close
of each fiscal year; and that it will furnish a copy of the fore
going statement and audit to any bond-holder upon payment of the
actual cost of such copy. Any such audit shall be in such reason
able details as will present the full financial condition of the sys
tem to the holders of bonds and shall include auditor’s comments
on the manner in which the system’s management has complied
with the provisions of this ordinance in respect to the several
funds of the system.

“In view of the fact that the material contained in auditor’s Sup
plemental Letter was not made a part of the audit report proper,
1 Editor’s note: Supplemental Letter, but not the Accountants’ Report and Financial
Statements, is reproduced infra.
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the Council has felt no sense of urgency to act upon the explanations
and recommendations made by the auditor. Failure to reflect these
exceptions in the audit report has no doubt been a determining factor
in this attitude of the Council and has served in a considerable degree
to defeat the usual functions and purposes of an audit report. As a
matter of fact, this method of handling is a repetition of previous
years with similar results. Certain members of the Council have indi
cated with some pride that the Council has seen fit over a period of
some 15 years to ignore certain recommendations made by various
auditors (including those of a ‘National’ firm) as being mere techni
calities and accounting theory of relative unimportance.
“Further, the Council justifies its action, or lack of action, by saying
that other municipalities regularly violate auditing standards and
auditing procedures, as well as bonding ordinances and other enact
ments of the legislative body to a far greater extent than Shangri-La,
without harm either to the municipality or Council members per
sonally. To me, integrity in government is an essential ingredient of
good government, not something to be turned on or off like a water
faucet or compromised by the probability of failure of detection and
accountability. The annual audit report by Certified Public Ac
countants and public opinion are some of the safeguards provided to
maintain equitable standards.
“In addition to the exceptions taken to the subjects treated in the
auditor's separate Supplemental Letter, I believe that there were
sufficient grounds for the auditor to have reported an exception in
regard to ‘failure of the accounting department to make financial re
ports required or needed for administrative purposes,’ as referred to
in Municipal Accounting and Auditing, September, 1951, Section I,
subsection 11. My reasons for the foregoing opinion are:
1. No balance sheets (or trial balances) prepared by the city itself
either monthly or for the fiscal year for any Fund.
2. Monthly Statement of Cash Receipts and Disbursements prepared
by city, corresponding to Forms 2A and 3A of Municipal Account
ing and Auditing, Section IV, has been deficient in regard to the
following:
a. All Funds (except General Fixed Assets, County and School
Tax Fund, and Free Press Fresh Air Camp Fund) have been
included on one statement, headed General Fund, without
treating each Fund as a separate accounting entity.
b. The columnar data provided has been inadequate for ad
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ministrative purposes because columnar data has been furnished
only for: Budget Current Fiscal Year
Current Month Actual
Year to Date Actual
c. No other financial or statistical data regarding finances is regu
larly prepared monthly by the Accounting Department or fur
nished to the Council except a listing of checks issued and a
Summary of Cash in Bank by Funds (General Fund including
Special Assessment and General Obligation Debt Funds) show
ing total on hand at beginning, receipts, disbursements, and
on hand at end.

“Also, there might be further question as to the auditor’s treatment
of Water Supply System ‘Investments,’ considering the outline given
in Section II, ‘The Audit Procedure,’ of Municipal Accounting and
Auditing, subsection D.8. Section II-A of the auditor’s Supplemental
Letter raises a legal question in regard to the Water Supply System
Fund purchase of $6,000 of its own bonds with maturity dates of 1974
and 1975. However, there are other provisions of the Ordinance, in
Section 17, that, in the absence of a surplus, have not been complied
with, namely:
Moneys in the Bond and Interest Redemption Fund, over and
above those being accumulated for the payment of the next
maturing principal and interest, and moneys in any other Fund
except the Receiving Fund and the Operation and Maintenance
Fund, may be invested in United States Government obligations.
In the event of any such investment, the securities representing
the same shall be kept on deposit with the bank or trust company
having the deposit of the Fund from which such purchase was
made and the income therefrom shall become a part of such Fund.

“The purpose of this letter is to determine accepted practice ap
plicable to our situation. Surely, there must be one best solution. I
understand, of course, that this entire affair is the responsibility of
the Council and that it must be settled by appropriate action of
the Council. It appears that the first order of business should be to
get the Funds, Accounts, and Financial Statements in order.
“Would you care to express an opinion regarding the tenability of
the position which I have taken? If not, will you kindly express an
opinion as to the course of action which should be properly taken in
a situation of this kind?”

inquiry:
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Accountants’ Supplemental Letter

“The City Council
City of Shangri-La
“Re: Supplemental letter of explanations
and recommendations
“Gentlemen:
“Supplementing our regular examination of accounts as of June 30,
1960 previously rendered, we are summarizing in the following para
graphs certain explanations and recommendations regarding your ac
counting and administrative procedures:
“I. The Water Supply System Ordinance dated December 15,
1955 ordains among other matters that the revenues of the system are
hereby pledged and shall be set aside into separate and special funds
as follows:

A. Receiving Fund —All monies received by the Water Supply
System should be deposited into this account. The only monies
disbursed from this Receiving Fund would be for transfers to
other Funds such as the Operation and Maintenance Fund, the
Bond and Interest Redemption Fund, etc.
B. Operation and Maintenance Fund —At the beginning of each
fiscal year the Council should adopt a budget covering the oper
ation and maintenance of the Water Supply System. There
should be set aside at the beginning of each quarter into a bank
account designated Operation and Maintenance Fund a sum
sufficient to provide for the next quarter for all current expenses
of administration and operation of the system and such current
expenses for the maintenance thereof as may be necessary to
preserve the system in good repair and working order. All such
expenditures should be out of this Fund. Based upon the state
ment of income and expenses for the year ended June 30, 1960,
it appears that there should be approximately $1,750.00 de
posited to this account at the beginning of each quarter.
C. Bond and Interest Redemption Fund — There should be de
posited with the............... Bank and Trust Company the fol
lowing:
1. A sum proportionately sufficient to provide for the payment
as the same becomes due of the next maturing principal and
interest. This sum shall be deposited in proportionate
amounts each quarter so that before January 1, there shall
be deposited an amount equal to the January 1, interest
payment and ½ of the amount of the July 1, principal pay
ment and before July 1, there shall be deposited an amount
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equal to the July 1, interest payment and the July 1, prin
cipal payment.
2. In addition thereto there shall also be set aside in quarterly
installments for the purpose of creating a reserve, a sum
not less than $500.00 during the fiscal year beginning July 1,
1957, and thereafter $1,000.00 per year until said reserve
shall equal at least $4,500.00.
According to the above there should be deposited with the
............... Bank and Trust Company the following amount
at June 30, 1960:
AMOUNT

Principal due July 1, 1960
Interest due July 1, 1960
Capitalized interest
Total
Balance on deposit, June 30, 1960
Balance due, June 30, 1960

$1,000.00
1,080.00
2,500.00
$4,580.00
2,080.00
$2,500.00

In addition to the $2,500.00 there should be deposited each
quarter beginning July 1, 1960 the following:
AMOUNT

¼ of principal due July 1, 1961
½ of interest due January 1, 1961
¼ of reserve installment

$ 500.00
527.50
250.00
$1,277.50

D. Replacement Fund —There shall next be set aside in equal
quarterly installments in a Fund designated Replacement Fund
a sum not less than $500.00 per year commencing with the fiscal
year beginning July 1, 1958 until such Fund shall reach
$5,000.00. Accordingly, this Fund should contain $1,000.00 at
June 30, 1960.
E. The Improvement Fund and Surplus Fund may be used if you
so wish.
The ordinance stipulates further that all monies in the separate
funds of the system except those of the Bond and Interest Re
demption Fund shall be deposited with the Community National
Bank. All moneys of the Bond and Interest Redemption Fund shall
be kept on hand with the............... Bank and Trust Company. The
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monies in the Receiving Fund, in the Operation and Maintenance
Fund and the Bond and Interest Redemption Fund shall each be
kept in a separate depositary account.

“II. During the course of our examination, we had several questions
arise which are strictly legal questions for the City Attorney. We
consider it advisable for you to obtain written opinion for the City
files both for the protection of the Council members and also to
preclude the possibility of special comments in our audit report. Cer
tain of these questions are as follows:
A. Is the Water Supply System permitted to invest in its own bonds?
The Water Supply System Ordinance states that the bonds ma
turing in the years 1962 through 1976 are subject to redemption
prior to maturity at the option of the City, in inverse numerical
order only at a premium as noted; provided that no bonds less
than the entire issue then outstanding, shall be called for re
demption at any time prior to July 1, 1966.
On November 13, 1959 the Water Supply System Fund pur
chased $6,000.00 of its own bonds with maturity dates of 1974
and 1975.
B. Is the Water Special Assessment Fund permitted to buy and
subsequently cancel its own bonds? This Fund did buy
$3,000.00 of its bonds during the year.
C. Is the City permitted to co-mingle its bank monies in one de
positary? During the year all bank accounts except those of
the Water Supply System were consolidated into one bank
depositary account. This question might involve the reserve
requirements of the various bond ordinances.
D. Is it permissible for the (newspaper) Fresh Air Fund to loan
monies to the other City funds? Four thousand dollars was trans
ferred to the General Fund in March, 1960 and repaid in April,
1960. We believe this was done without Council’s authorization
being recorded in the minutes.

“III. We note that City receipts are sometimes kept in the safe
for extended periods of time prior to deposit. These Funds are some
times in excess of the amount covered by insurance. We recommend
that periodic deposits be made regularly to forego any possible loss.

“IV. We strongly recommend that the City maintain a general
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ledger accounting system and that this general ledger be posted and
balanced monthly by trained personnel. We further recommend that
a study be made of accounting procedures to determine that all neces
sary procedures are being followed and to eliminate any unnecessary
detail.
“We would be happy to discuss these matters in more detail at your
request.
Very truly yours,
Certified Public Accountants”

Our Opinion
You ask us to express an opinion as to the tenability of the position
which you have taken. Quite apart from the factual content of what
you say concerning the city’s accounting for its affairs, in our opinion,
your principal contentions as to the form the audit report of the CPAs
should take and the matters required to be disclosed therein, can be
supported (with one exception to be mentioned later) only if the
memorandum of understanding between the city and the auditing
firm expressly incorporates by reference all of the terms, provisions,
and requirements expressed in Municipal Accounting and Auditing
(National Committee on Governmental Accounting, Chicago, 1951),
particularly the requirements contained in Part 3, Sections I through
IV thereof. We believe the material at pp. 49-55 of the Institute’s
pamphlet entitled Special Reports — Application of Statement on
Auditing Procedure No. 28 (1960) will be of interest to you. Note
especially the following comments respecting Municipal Accounting
and Auditing, viz.:
The National Committee’s manual is intended to be more of an
“ideal” than a statement of practices commonly followed; however,
the long standing in accounting literature of the manual and its
predecessors should receive careful consideration. It remains a
matter of judgment for the independent auditor to form an opinion
whether in any case the municipality’s conformance or noncon
formance with the manual’s views seriously impairs the validity or
usefulness of the municipality’s financial statements.

After reading the sixth and seventh paragraphs of your letter, we
get the impression that the major trouble may lie in the attitude and
inquiry:

678

1973

inactivity of the Council rather than in any deficiency of consequence
in the performance of the auditors. Of course, you do state in the next
to last paragraph of your letter your understanding “that this entire
affair is the responsibility of the Council and that it must be settled
by appropriate action of the Council.”
It seems more than probable that the auditors would agree with
points 1 and 2a, b, and c which you make in the eighth paragraph
of your letter, i.e., criticisms respecting deficiencies in the city’s ac
counting and reporting practices (or lack of practice) as they relate
to administrative needs and purposes. However, we personally do not
agree with your conclusion that the auditors were necessarily remiss
in not including reference to these deficiencies in their report and
opinion accompanying the financial statements — especially if Section
I (11) at p. 188 of Municipal Accounting and Auditing is the ground
for such conclusion and the “Suggested Basis of Understanding Be
tween the Municipality and the Auditor” was not mutually agreed to
by the city and the auditors as a modus operandi. Of course, under
IV of their “Supplemental letter of explanations and recommenda
tions,” the auditors have made recommendations or overtures looking
toward a study in depth of the accounting system and procedures
needed.
In reporting on the city’s affairs, it goes without saying the inde
pendent auditors have considerable leverage, but such leverage should
be used judiciously, not like a sledge hammer. In this connection,
the following statement under II of the Supplemental Letter, made
in the course of setting forth the several legal questions which arose
in the course of the auditor’s examination, should not go unnoticed,
viz.: “We consider it advisable for you to obtain written opinion for
the City files both for the protection of the Council members and
also to preclude the possibility of special comments in our audit
report” (our emphasis)
Apart from Municipal Accounting and Auditing for the moment,
we believe the auditors in their manner of reporting on the statements
and other audit findings have followed a fairly common format, viz.,
statements accompanied by a “standard short-form of opinion or re
port,” with internal control deficiencies and other matters not directly
related to fair presentation of financial position and/or results of op
erations, mentioned or discussed in a supplemental letter or report.
In this connection, we should state that whereas internal control
deficiencies are frequently covered in a supplemental report to man-

678

: INQUIRY

1974

MUNICIPAL ACCOUNTING (MISCELLANEOUS PROBLEMS)

agement [see pp. 20 and 21 of Internal Control (AICPA, 1949)], any
default in the principal, interest or sinking fund provisions of funded
debt, unless waived, should be disclosed in footnotes to the financial
statements. (See “Disclosure in Financial Statements: Institute Pro
nouncements,” The Journal of Accountancy for August, 1948, at
p. 115.) Thus, it would appear that the auditors (perhaps more suc
cinctly) should have disclosed the default respecting quarterly sinking
fund payments (item I of Supplemental Letter) as a footnote to the
financial statements.
The only other question we would raise with respect to the auditor’s
report or opinion on the statements is whether statements of cash
receipts and disbursements can “present fairly... results of opera
tions.” See example number 5 at pp. 49-55 of Special Reports (op.
cit. supra) and see also par’s 9 and 11 of Statements on Auditing Pro
cedure No. 28, Special Reports (AICPA, 1957).*
Not incidentally, we should point out that while “adequacy of in
formative disclosures” is one of the so-called “four standards of re
porting” by which a CPA’s report is adjudged, such informative dis
closures have reference to matters or explanations non-disclosure of
which in conjunction with representations in the statements would
make the statements misleading. Even in the presence of internal con
trol deficiencies and an accounting system which leaves much to be
desired, the auditor may be able to satisfy himself sufficiently to ren
der an opinion on over-all representations in the statements. Whether
the auditor’s comments and recommendations respecting internal con
trol and the accounting and internal reporting system are covered in
a supplemental communication or encompassed within the bounds of
one “long-form” report, one recommendation mentioned at p. 159 of
the publication Simplified Municipal Accounting (Municipal Finance
Officers Assoc., Chicago, 1950) seems highly salutary, viz.: “The re
port should contain ... a comparison of past recommendations and the
progress made toward their fulfillment;. ...” If this reporting practice
was to be followed, the report would help to locate the responsibility
for failure to act on the recommendations.

* Cf. S.A.P. No. 33 (AICPA, 1963) at pp. 88-90.
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Inquiry 679
Treatment of bond discount amortized during construction in
accounts of municipally-owned water plant
“I am in process of auditing the books of a small, municipally-owned
water plant. The plant was just built.
“Bonds for construction were sold at 5 per cent discount. Difference
of opinion has arisen regarding amortization of bond discount. My
position has been that amount amortized during construction may be
capitalized but balance has to be charged to operations by some fair
method. Prior accountant has charged them to closing costs. I cannot
find any material covering this situation.”

Our Opinion
In our opinion, the prior accountant’s charging of bond discount to
“closing costs” is unwarranted. On the other hand, we believe your
position on the question is sound.
Chapter 15, at p. 129, of Accounting Research Bulletin No. 43
(AICPA, 1953) states the following:

Present-day treatment recognizes that on an issue of bonds the
amount agreed to be paid (whether nominally as interest or as
principal) in excess of the net proceeds constitutes the compen
sation paid for the use of the money. Where bonds are issued at
a discount it is customary to distribute the discount over the
term of the bond issue and to charge both the coupon interest
and the allocated discount directly to income.
In the committee’s opinion it is a sound accounting procedure
to treat such discount as a part of the cost of borrowed money to
be distributed systematically over the term of the issue and charged
in successive annual income accounts of the company. The anti
cipation of this income charge by a debit to income of a previous
year or to surplus has in principle no more justification than would
a corresponding treatment of coupons due in future years.
We feel that the foregoing passage definitely supports your position
when read in conjunction with the following excerpt from the discus-
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sion at pp. 238-9 of Montgomerys Auditing (Ronald Press Co., N.Y.,
1957), viz.:
It is general practice for public utilities to capitalize as interest
during construction the net cost of borrowed funds....
Since the discount represents a portion of the effective cost of the
borrowed funds, the portion of the bond discount amortizable during
the construction period may be capitalized together with the interest
(at nominal coupon rate) paid or accruable during the construction
period.1

Inquiry

680

Propriety and practice of amortizing premium and discount on
bonds purchased for investment
“I became City Comptroller for the City of........................ some 20
months ago. One of the problems I inherited was the matter of han
dling investments of the various funds. Two illustrations here will
suffice to give you an idea of the problem.
“We have a retirement system (an independent tax-exempt agency
created by the State Legislature) which has some $7,000,000 in assets.
It has been the policy in the past to enter the purchase of bonds at
par, charging or crediting the income account for the premium or
discount involved. At times, the discount will run as much as 25 per
cent of par. Statements are audited by a member of the Institute, but
he has not seen fit to take exception to the market value of the securi
ties which is sometimes considerably more or less than the price
originally paid.
“I plan to change the policy September 1, the beginning of our
fiscal year, and enter the items at cost, amortizing the premium or
discount. I have been advised by a vice president and investment
1 Incidentally, regarding the preferred balance-sheet presentation of the unamortized
balance of bond discount, see pp. 20.15-16 of the Accountants’ Handbook (Ronald
Press Co., N.Y., 1956).
INQUIRY:
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officer of a large bank that it is proper to amortize the premium but
that amortizing the discount ‘just isn’t done.’ Perhaps he is guided by
Federal income tax practice. Under his approach, an item bought at
discount should remain at the lower figure until sold or until maturity
and then take the discount into income.
“Investments are bought for the long run. However, because of the
peculiar nature of this fund, which is not subject to income taxes, it is
highly desirable to review the fund periodically and perhaps, if market
conditions are proper, to sell the U.S. Government bonds and cor
porate bonds which have now seasoned into short maturities of one
to five years, and reinvest in much longer securities. This procedure,
known as riding the yield curve,’ is a matter of policy for the In
vestment Committee but it is a normally recurring transaction.
“My problem is: How should we handle the discount as well as
the premium, and how should we handle the items that have been
purchased in the past? Should we also show current market values?
When we change our policy, we will create a problem for the auditors,
a local firm, and I would like to be in position to discuss it intelli
gently with them.
“My next problem is similar and pertains to a bond sinking fund
which contains primarily U.S. Government securities that mature, for
the most part, in three to five years. There are, however, securities
that extend out for ten to twelve years. The same questions need to
be answered as above. What is the procedure that we should follow
as to subsequent purchases and how should we show the bonds al
ready in the fund?
“It is a very real problem with us, and we will sincerely appreciate
your assistance.”

Our Opinion
In our opinion, it is proper and in accordance with generally ac
cepted accounting principles to record the purchase of high-grade
bonds, whether they be U.S. Government or corporate obligations, at
their initial purchase price, i.e., cost; accumulations of discount may
then also properly be charged to the account and amortizations of
premium credited to it.1 If the amortization method is used, then an
1 In this connection, see Finney and Miller’s Principles of Accounting — Intermediate
(Prentice-Hall, Inc., Englewood Cliffs, N.J., 1958) at p. 301, as well as the Ac
countants’ Handbook (Ronald Press Co., N.Y., 1956) at pp. 13.6-7.
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adjusting entry should be made for those items purchased in the past
in order to state them at their properly amortized cost.
We believe it would be highly desirable to show current market
values of these investments parenthetically. However, in any case
where a significant or drastic decline in market value of a security has
taken place and there is evidence of permanent impairment in value,
the carrying value of the security involved should be written down
to market value or an allowance established to reflect the decline, ir
respective of whether the security had been carried at cost or at an
amortized or accumulated value.
We believe the discussion entitled “Consistency with Prior Period”
in Montgomery s Auditing (Ronald Press Co., N.Y., 1957), at pp. 86-7,
may be helpful to you when discussing with your auditors any change
in the method of handling bond premiums and discount.
Regarding the statement of the investment officer of a large bank
to the effect that amortization of bond discount “just isn’t done,” we
personally have seen no objective survey of practice followed. How
ever, Montgomery's Auditing (op. cit.) states at p. 147 that
Bonds purchased at a discount are not usually written up by
periodic adjustments to the amount at which they are redeemable.
Discount should be amortized only when the bonds are high grade
and the discount represents an adjustment of interest rate rather
than doubt as to the ultimate realizability of the obligation.2

2 For an item of some pertinence to your problem, see an article entitled “Streamlining
Administration and Operation,” by W. F. Lackman, in Trusts and Estates for March,
1956, at p. 232. For your information, it is interesting to note in passing that the
NABAC Manual — Bank Accounting, Auditing and Operation (National Assoc. of
Bank Auditors and Comptrollers, Chicago, 1951) discusses the treatment of bond
premium but is silent on the treatment of bond discount.
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Inquiry 681
Impropriety of deferring losses incurred upon sale of bonds by
state retirement system
“We have been retained by the Auditor General of the State of
.............................to make an examination of the State Teachers’ Re
tirement System. A question as to the accounting treatment of losses
incurred upon the sale of certain investments has arisen in connection
with this engagement, and we would appreciate any information you
could give us as to what might be considered the generally accepted
accounting treatment in this instance. The facts are as follows:

1. The System owned $9,315,000 principal amount of 21% U.S. Trea
sury bonds due 4-1-75/80 which they had purchased at a premium.
These bonds were not negotiable.
2. During the year the System traded the above bonds for the same
principal amount of 1½% U.S. Treasury notes due 10-1-63 and then
sold the notes. Proceeds from the sale amounted to $8,465,000,
and there was unamortized premium on the original bonds of
$50,000.
3. The System then acquired $8,521,000 principal amount of 4%
U.S. Treasury bonds due 2-15-80 with the proceeds from the sale
of the notes.

“The above transactions were the result of advice from the System’s
investment counsel, who justify their proposal by showing that the
acquired bonds will produce between now and maturity $948,000
more in interest and principal than the original bonds would have pro
duced had they been held to maturity.
“Since the transactions were made to provide more income on the
investments and this income will be received over the next 20 years,
the System would like to amortize this loss over that period rather
than absorb the total loss at this time. This is, of course, a state agency,
and it is also aware of the possibility of an unfavorable public reaction
to a $900,000 loss from the sale of investments.
“We have been unable to find any support for their proposed method
of handling the loss and would appreciate any help or advice you
might be able to give us.”

681 : inquiry

1980

MUNICIPAL ACCOUNTING (MISCELLANEOUS PROBLEMS)

Our Opinion
We also have been unable to find any authoritative support for the
retirement system’s proposed method of amortizing the $900,000 loss
over the 20-year period. Accounting Research Bulletin No. 43 (AICPA,
1953, pp. 11, 34, 95,100,105) is replete with statements such as “Profit
is deemed to be realized when a sale in the ordinary course of busi
ness is effected,” or “delivery . . . under contract is normally regarded
as the test of realization of profit or loss,” or “profit on a contract of
sale is ordinarily taken into account upon delivery or performance.”
The first and third excerpts might well have explicitly used “profit
or loss” as the subject of the sentence rather than merely “profit.” In
our opinion, the sale of the notes as described in your letter is gov
erned by the foregoing generally accepted principle fully as much as
is the sale of a commodity.
We have not found any discussion in the literature of the specific
type of situation outlined in your letter. However, we believe the dis
cussions at pp. 13.12-13, 16.24, and 20.29-31 of the Accountants’
Handbook (Ronald Press Co., N.Y., 1956) have relevance to the prob
lem raised in your letter. The discussions point out in stronger terms
than usual that the practice of deferring a retirement loss and amor
tizing same against future years’ revenues or the practice of writing
off a bond refunding loss over the life of the new issue is highly ob
jectionable. You will also note that in discussing the “Sale of Bonds
Prior to Maturity” (p. 13.12) the Handbook unqualifiedly states that
“The difference between book value and the proceeds represents the
gain or loss on the sale.”
Incidentally, we fail to see why the aforementioned generally ac
cepted principles would have any different application in the case of
a retirement fund.
It seems to us the only practical solution under the circumstances
is current recognition of the loss combined with succinct but clear
disclosure in the report or in a footnote to the financial statements, of
the rationale underlying the policy of the system’s investment counsel
with respect to the investments in question.
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Retirement fund — exchange of bonds for notes, followed by sale
of latter, and reinvestment of proceeds in other bonds
“Our retirement fund has a sizeable holding of U.S. Treasury 2½%
Investment Series B Bonds which are non-transferable and non-redeemable by the holder. The bonds may be exchanged, at the owner’s
option, for 1/2% five-year marketable Treasury notes to be dated either
April 1 or October 1 next preceding the date of the exchange. It has
been called to our attention that several non-taxable retirement funds
similar to ours have exchanged their bonds for 1½% notes, which they
have sold at considerable discounts from both principal amount and
book value, and have in turn reinvested the proceeds in an equivalent
amount of U.S. Treasury 3¼% bonds due 6-15-83/78, which sell at ap
proximately the same price as the 1½% notes. It is our understanding
that the entire transaction has been treated as an exchange of bonds
and that the purchase price of the 3¼% bonds has been adjusted to the
book value for the 2¾% Investment Series B Bonds.
“We are writing to ascertain whether or not the above-described
transactions for non-taxable funds may be deemed an acceptable ac
counting procedure.”

Our Opinion
In our opinion, each of the transactions described should be viewed
separately. When the U.S. Treasury 2¾% bonds are exchanged for the
1½% Treasury notes, we believe the cost or carrying value of the bonds
should be imputed to the notes. In this connection, we are inclined to
follow the rule stated at p. 244 of Montgomery's Auditing (Ronald
Press Co., N.Y., 1957), viz.:
When property is acquired in exchange for other property, it is
sound practice to record the acquired property at the carrying
amount of the property disposed of, provided that such amount
is reasonable and based on accepted accounting principles.

When the 1/2% Treasury notes are sold for cash, gain or loss should
be recognized at the time of sale. The carrying value of the Treasury
3/4% bonds which are then purchased, should be set up in the amount
of the actual cash outlay.
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Inquiry 683
Disposal of one security and acquisition of another by pension
trust fund — should loss be recognized or deferred?
"As a member of the AICPA, I request your advice regarding gen
erally accepted accounting principles in relation to the purchase and
sale of investments for a governmental pension trust fund.
"The Board of Trustees of a large pension trust fund, which we
have the responsibility of auditing, has instituted the following pro
cedures for recording certain investment transactions:
... that whenever in the opinion of the Finance Committee it is
advantageous to dispose of one security in order to provide funds
for the acquisition of another security of appropriate quality but
providing a greater income, the security acquired shall be carried
in the accounts of the System at the carrying value of the security
sold less any excess cash from the sale or plus any additional cash
required for the purchase, subject to the general rule that no se
curity is carried at more than par value.
“We understand that this method of accounting for such transac
tions is practiced by several governmental retirement systems and is
acceptable to the Actuary of this System.
"The initial transaction under this method resulted in the selling of
U.S. Treasury 3¼%, 1985 bonds at a loss and from the proceeds U.S.
Treasury 3½%, 1998 bonds were purchased at a discount greater than
the loss on the bonds sold. Under the plan the new bonds were re
corded at the cost of the old, and no loss was recorded on the books
of the System.
“While this accounting may be acceptable for actuarial purposes, it
is certainly, we feel, inconsistent with generally accepted accounting
principles and practice in the administration of trust and similar funds;
and, accordingly, audit exception was taken.
"Based on your work in respect to current reporting practices, your
advice as to whether or not the above accounting procedures should
currently be considered as generally accepted accounting principles
and practice will be very helpful to us.
“We feel that an acceptable alternative method of reflecting the
loss would be to amortize the loss against the increased income of the
new securities; but in any case, we believe the securities acquired
should be recorded at cost or par whichever is lower.”
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Our Opinion
Despite the fact that several governmental retirement systems fol
low the method of accounting described in the second paragraph of
your letter, and the fact that the method is acceptable to the actuary
of the particular system in question, we are inclined to agree with
your own expressed conclusion, viz.: that the method does not com
port with generally accepted accounting principles.
However, we disagree with your conclusions that it would be ac
ceptable “to amortize the loss against the increased income of the
new securities” and that “the securities acquired should be recorded
at cost or par whichever is lower.” We believe the proper rule is to
record securities at “cost” which may or may not be above par.
The accounting principles involved are essentially as follows: the
rules that assets should be stated at cost when they are acquired; that
a loss or expense should be written off not later than the time when
the transaction (or series of transactions) giving rise to it is completed
(see out-of-print Accounting Research Bulletin No. 2, bottom of p. 14);
and that point of sale is the usual and generally accepted occasion for
recognizing gain or loss.
The general acceptability of recording a security at an amount in
excess of par (i.e., at cost) when a premium has been paid therefor,
is well-recognized. The security may be recorded at cost and amor
tized down to par; or the security recorded at par, with premium
separately recorded.
Addendum

Upon editing the foregoing exchange, the question persists whether
the board of trustees’ policy may clearly be said to embrace a “step
transaction” (sale of one security followed by immediate purchase of
another similar security) all of which adds up to an “exchange” of
like-kind property. Viewed in this manner, the policy results in no
immediate recognition of gain or loss. Rather, the cost or carrying
basis of the security disposed of is imputed to the security acquired,
with upward adjustment for any additional cash outlay required and
downward adjustment for any excess cash received in effecting the
“exchange.” Looked at from a trust-accounting standpoint, it appears
that the policy in question is no different from one of applying capital
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gains or losses against principal investments. When the objective of
the two discrete transactions (sale followed by purchase) is seen to
be clearly one of continuing to hold an investment position in a similar
type of security, may it not be said that, if consistently followed, the
accounting treatment has merit?

Inquiry 684
Municipal accounting (a) for water lateral installation costs and
(b) for interest on special assessment receivables and bonds
“We audit several municipalities in this area. In connection with
these audits, questions of accounting treatment have arisen concern
ing the following items:

1. The following ways of handling water lateral installation costs
assessed against benefited property owners have been encountered:

a. Recorded in general fixed assets.
b. Set up in the water utility fund and depreciation recorded.
c. Set up in the water utility fund but no depreciation recorded.

2. Two methods of accounting for interest on (1) special assessments
receivable payable in installments and (2) bonds issued to finance
special assessment construction costs have been noted:
a. All future interest is set up on both the special assessments re
ceivable and related bonds payable.
b. Interest is recorded as received and paid respectively. Future
interest is not set up.”

Our Opinion
1. Regarding your first question, it seems to us that in cases where
water lateral installations are financed through a special assessment
inquiry:
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fund (or by a working capital fund established to finance the con
struction with subsequent reimbursement from special assessment col
lections), then in such cases, the water lateral installation costs should
be capitalized and set up under “Structures and Improvements” within
the general fixed assets group of accounts. General fixed assets may
be defined as those assets financed from current revenues such as
taxes, from general bonds, and from special assessments, which are
by convention, practice, or policy not recorded as fixed assets of any
particular fund. In any case where acquisitions of water lateral in
stallations or other capital assets are not recorded by a fund as fixed
assets but are treated as expenditures, proper accountability requires
that such acquisitions be recorded within the general fixed assets
group.
On the other hand, where a water utility or water utility fund makes
a direct outlay for water lateral installations and is not directly reim
bursed therefor either by another fund or by abutting or benefited
property owners, then we believe the lateral installation costs should
be capitalized as part of the water utility’s (or water utility fund’s)
plant. Furthermore, if the policy or objective of the municipality is
truly one of operating the utility on a self-sustaining basis, if the
utility wants to base its rates on actual operating costs, then it is clear
to us that the utility should record periodic depreciation on the
laterals.
Perhaps we should stress the view that a given municipality should
not be inconsistent in its financing methods and in its recording of
lateral installation costs, i.e., a situation in which part of the laterals
are in the general fixed assets group and the remainder are in the ac
counts of the utility fund, should not be countenanced. We would be
inclined to go further and state that where a municipality maintains
its own water utility, the latter should be allowed either to finance and
capitalize the laterals in its own plant accounts or install and charge
for same. This lateral installation work would clearly seem to be within
the utility’s orbit.
In answering this question, we have in our own mind drawn a tech
nical distinction between “laterals” and so-called “services” (service
pipes and accessories, either “complete” or “stub,” connected to cus
tomers’ premises). We have looked upon “laterals” as submains in
stalled in side streets which become publicly-owned “fixtures.” We
understand, however, that some people equate “laterals” and “serv
ices.” What brought this matter up was the thought that if a “service”
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which traversed a customer’s property and became a “fixture” thereon
were installed by a municipal water utility with subsequent reim
bursement therefor by the property owner, then it appears that the
latter would be the owner of the “service,” and the utility would only
record contract service revenues and charges, not the property as
such on its books. Incidentally, it is quite possible that when a govern
ment unit records structures and improvements financed from special
assessments within the general fixed assets group of accounts even
though property owners have paid for a substantial portion of same
and the government unit has only shared in paying for the total cost
of assessment improvements, the underlying reason supporting the
recording of the entire improvement is that it has become a “fixture”
on public property and is therefore owned by the government unit.
2. Regarding the second question you raise, we believe it is in
correct in principle to record prospective interest receivable or payable
since interest as an asset or a liability arises strictly as a function of
time. In our opinion, interest expense and income should be recorded
only when, as, and if it becomes due and payable. In any event, in
considering this problem from the standpoint of accounting for a
special assessment fund of a municipality, it should be borne in mind
that a municipality may not start collecting interest until assessments
are levied. Furthermore, the fact that special assessment bonds are
or are not callable by the municipality and that property owners may
or may not have the option of paying up the full amount of their
assessment either at the outset or by later acceleration, might affect
the total amount of interest to be paid or received.
We cannot cite any universal practice respecting the special assess
ment fund interest. However, taking Tenner and Lynn’s Municipal
and Governmental Accounting (Prentice-Hall, Inc., Englewood Cliffs,
N.J., 1960) as authority, we note that in setting forth examples of
entries for some typical transactions (at p. 171) both Interest Re
ceivable and Interest Payable are recorded when they become due.
Incidentally, where a municipality uses a so-called “Individual Spe
cial Assessment Record” (see form on p. 168, op. cit. supra) which is
not “tied into” the general books of account but which serves as a
detailed memorandum control record, it is feasible to set up an entire
amortization schedule relating to the individual assessment listing re
spective amounts of principal and interest for each and every install
ment.
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Inquiry 685
Recording obligation for installment purchase of parking meters
in fund accounts of municipality
“A municipality has recently purchased parking meters on a con
tract similar to a conditional sales contract. The contract is to be paid
monthly in amounts equal to 50 per cent of the monthly parking
meter revenue, and it is estimated on the basis of current revenue that
three years will be required to extinguish the indebtedness. It is the
intention of the city council to pay this obligation but they feel that
should they default, the seller’s sole recourse would be to repossess
the parking meters.
“The municipality records parking meter receipts as General Fund
revenue since no legal or contractual requirement prescribes that these
receipts be recorded in a separate fund. Payments on the contract
are recorded as expenditures for fixed assets in the General Fund.
Fixed assets are recorded at cost in the Plant Fund (General Fixed
Assets Group) for purchases by the General and several special rev
enue funds as well as assets acquired from proceeds of bond issues.
At present the liability representing outstanding general obligation
bonds is reflected in a General Bonded Debt and Interest Group.
However, the liability for the unpaid balance of the parking meter
purchase cost is reflected in no fund, and the additions to Plant Fund
represent only annual payments on the contract. The unpaid balance
of the contract has been disclosed in the municipality’s statements in
a footnote to the General Fund balance sheet.
“It is our understanding that no expenditures can be recorded in
the General Fund without specific authorization of the council and
that liabilities are not properly included in the Plant Fund. Annual
appropriation and levy ordinances for general government contem
plate only estimated annual debt service requirements, and conse
quently the recording of the liability in the General Fund would yield
a deficit in the fund.
“We would appreciate your opinion as to the adequacy of the above
for reporting, and, if you feel the liability should be recorded, the
fund to be used. (We have considered the possibility of a separate
fund similar to the General Bonded Debt Group.)”
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Our Opinion
In our opinion, the treatment previously accorded the parking meter
contract is not completely satisfactory from the standpoint of accrualbasis accounting.
We feel your idea of setting up a separate fund to record the long
term liability, i.e., the unpaid balance of the contract, is a good one.
The separate fund might be designated “Contractual Commitment for
Parking Meters.” The unpaid balance of the contract might be re
corded in this separate fund by an entry such as the following:
Dr. Amount to Be Provided for Payment of Contract Liability (or
simply Due from General Fund)
Cr. Installments Payable on (Parking Meter) Purchase Contract

In the General Fund, since apparently there is no specific appro
priation to cover the monthly payments on the contract, the monthly
entry would have to be recorded by debiting “Expenditure for Fixed
Assets” (or “Installment Payments for Parking Meters”) and crediting
“Installment Contracts Payable” (or “Cash”). In closing out the
budgetary and operating accounts at the end of the fiscal period, the
“Installment Payments for Parking Meters” account balance accumu
lated during the period should presumably be closed out directly
against Unappropriated Surplus.
When, and to the extent that, installment payments are made by the
General Fund, the asset and liability account balances in the “Con
tractual Commitment for Parking Meters” fund should be credited
and debited, respectively, with corresponding amounts.
As for the Plant Fund (or General Fixed Assets Group), the fore
going treatment would also require that the full contract purchase
price of the parking meters be reflected therein, i.e., in the Machinery
and Equipment account. Although an unusual item, the credit cor
responding to the unpaid balance of the parking meter contract might
be given a designation such as “From Prospective General Fund
(Parking Meter) Revenues.”
An alternative treatment to the foregoing would be to set up the
unpaid balance on the parking meter contract by a direct charge to
Unappropriated Surplus and credit to Contracts Payable, regardless
of the fact that the entry would yield a deficit in the General Fund.
This would be somewhat at variance with the fact that liabilities reinquiry:
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flected in the General Fund balance sheet are usually currently due
and payable items.

Inquiry 686
Depreciation accounting for municipal airports
“I would appreciate your comments on a question of accounting
theory. This particular problem involves the proper treatment of de
preciation in the accounts of municipal airports.
"First of all, I am interested in knowing if the concept of depreci
ation is acceptable theory for any municipal activity such as this and,
if so, may this be used for rate-setting purposes? Do a significant num
ber of airports use this approach, and do they show a profit after
depreciation charges?
"Another phase of this question concerns the depreciation base.
Should the depreciation charge, if any, be based only upon the cost
of the assets to the airport or should assets acquired through grantsin-aid or by other means also be included in the depreciation base?
"Finally, I am interested in knowing if the Institute has any formal
opinion as to the correct or best method of accounting for depreciable
property for municipal airports. Your comments as to the propriety of
a reserve for replacement in lieu of depreciation will also be most
helpful.”

Our Opinion
None of the Institute’s publications discuss the question of account
ing for depreciable property of municipal airports.
However, we believe you will find helpful, the correspondence
directly following this reply which further points up some of the
problems and which contains a detailed bibliography.
Regarding the specific questions raised in the second and third
paragraphs of your letter, we believe you will find that the referenced
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material not only indicates the use of depreciation accounting for
municipal airport facilities but generally supports putting such muni
cipal airport accounts on a “commercial basis.”
On the question whether assets acquired through grants-in-aid or
contributions-in-aid-of-construction should be included in the depre
ciation base, our own conclusion on this matter is that the depreci
ation base should include the grants or contributions (these amounts,
of course, may be segregated and separately amortized) if the air
port as a matter of policy intends to operate on a truly self-sustaining
basis, intends to make its own replacements in ordinary course, and
intends its accounting to reflect full accountability and to be fully
supportive of commercial rates charged airlines and other third
parties for services.1

Similar Inquiry Received
“We are engaged in auditing an airport which is operated by an
Authority created by legislative act and sponsored by two local cities
and two counties.
“We are attempting to come to some solution regarding depreci
ation to be charged in the annual operating statements of the Au
thority. This matter is becoming of more and more concern as the
Authority attempts to present true operating results to the local gov
ernmental units which sponsor it and to the airlines in connection
with the landing fees and other rentals to be charged.
“A new terminal building was recently constructed using funds
largely supplied by appropriations from the four governmental units.
A study was made by the Authority of operating costs of buildings of
such nature and the useful life and anticipated repair costs. It is our
belief that the study was thorough enough to be considered reliable.
On the basis of this study, a charge to operations and a credit to a
reserve for amortization and repairs are now being made. This entry
emphasizes estimated maintenance and repair costs more than length
1 For general authority to the effect that there should be accountability for donated
property and that such property may properly be subject to depreciation accounting,
see pp. 14.4, 16.4-5, 18.2, and 21.24-5 in the Accountants’ Handbook (Ronald Press
Co., N.Y., 1956); p. 245 in Montgomery’s Auditing (Ronald Press Co., N.Y., 1957);
pp. 340-1 in Finney and Miller’s Principles of Accounting — Intermediate (PrenticeHall, Inc., Englewood Cliffs, N.J., 1958); and pp. 380-1 in Backer’s Handbook of
Modern Accounting Theory (P-H, Inc., N.Y., 1955).

INQUIRY:

686

1991

of useful life of the building; however, the charge is roughly equiva
lent to a depreciation charge based on a forty-year life. We intend to
show this charge as a part of the cost of operations and to show the
reserve for amortization and repair on the balance sheet. We would
like to know if you think this complies with good accounting practice.
“The main problem we have is the matter of depreciation of run
ways, taxiways and aprons. These were constructed originally by the
government in the early 1940’s and have been extensively repaired and
extended since then with funds from various governmental sources.
We know of no practical way of arriving at a fair depreciation charge
for the runways. Repairs and improvements of the runways are a
major item at the present. We are inclined to believe that it would
be better to show no depreciation or amortization for the runways and
to include the current repair work as a charge to operations with
full disclosure in the comments. Any new runways or extensions of
existing runways would, of course, be treated as capital additions. Do
you agree with this procedure or do you have an opinion that some
other procedure would be preferable?”

Our Reply
We believe careful perusal of the following publications will provide
sufficient information to come to a sound conclusion on the questions
raised:
1. “Airport Accounting for the Port of New York Authority,” by
K. G. Clement [in The N.Y. CPA for April, 1951, at pp. 242-53]. See
the “Representative Service Lives by Airport Cost Center and Type of
Property” (including rates for Terminal Building and Concrete Pav
ing) in the Appendix to this article, p. 252.
2. Airport Accounting, Budgeting, and Insurance (Civil Aeronautics Ad
ministration, U.S. Department of Commerce, 1949). Note the invita
tion to consult with the CAA regional office on problems involving
airport management, operation, and maintenance problems.
3. Airport Financial Statements (CAA, U.S. Department of Commerce,
1948). See especially the last two paragraphs on p. 8.
4. Airport Accounts, by J. M. Cunningham (Municipal Finance Officers
Association, Chicago, 1945).
5. “Airports,” by Dannenbrink [chapter in Williams and Doris’ Encyclo
pedia of Accounting Systems (Prentice-Hall, Inc., N.J., 1956)]. Note
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pp. 54-7 and reference at p. 57 to 20-year useful life for paving.
6. Terminal Airport Financing and Management, by Bollinger et al.
(Harvard Graduate School of Business Administration, Boston, 1946).
See at pp. 149 and 161, et seq.
7. Business Accounting for Airports (CAA, U.S. Department of Com
merce, 1951).
8. Port of New York Authority Annual Report —1956. See footnote A2
to the financial statements and contrast with statement made by J. M.
Cunningham in his article “Standard Accounts for Airports” (The
Journal of Accountancy for March, 1946), viz.: “Depreciation should
be included as an expense but amortization of bond issues should
be omitted.”
9. “Airport Accounting,” by J. M. Cunningham (in The N.Y. CPA,
Feb., 1948, at pp. 139-40).
10. “Municipal Airport Accounting,” by R. M. Pool (in The Accounting
Review, Jan., 1948, at pp. 86-90).
11. “New Airport Manual Combines Municipal and Commercial Account
ing Methods,” by R. M. Pool (in The Journal of Accountancy, Feb.,
1949, at pp. 147-9).
12. “Airports,” by J. M. Cunningham [in J. K. Lasser’s Handbook of
Auditing Methods (D. Van Nostrand Co., N.Y., 1953) at pp. 110-18].
13. Manual of Cost Accounting Procedures (Department of Aviation,
Kansas City, Mo., 1955). See pp. 14, 22, 26, 27, 41 (paragraphs 3 and
4), bottom of p. 64 (“costs of runways, taxiways, and ramps are not
depreciated”), and p. 94 (“Procedure for Accounting for Deferred
Maintenance”).
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Trading Stamp Companies
(Liability for Redemptions,
Financial Presentation, etc.)

Inquiry 687
Trading stamp company — manner and timing of recognition
of revenue

Inquiry from First CPA
“We would appreciate having your opinion on the following ac
counting problem. The facts are as follows: The client company is
engaged in the business of selling merchandising stamps to retailers
and then redeeming them for merchandise when these coupons are
presented by the retailers’ customers. The client company’s gross profit
is the difference between the revenue on the sale of the coupons and
the cost of the merchandise.
“Our problem may then be stated as follows:

1. Should the gross profit be recognized when the sale of the stamps
is made, or should it be recognized when the stamps are redeemed
for merchandise?
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2. On what basis should the client company accrue income on
coupons that were issued but will never be redeemed because they
were discarded by the recipient?”

Similar Inquiry from Another CPA
“We are installing an accounting system for a premium stamp com
pany, and a question has arisen concerning the proper treatment of
the reserve for unredeemed stamps at the end of any accounting
period.
“For example, assume that $10,000 of premium stamps were sold
for which the stamp company receives payment at the time of de
livery of the stamps. In the initial period, assume that $5,000 of the
stamps were redeemed for which premiums costing $4,500 were ex
changed. Assume further that the anticipated total redemption of all
stamps issued would be 90%, which on the $10,000 would represent
$9,000.
“Under the facts outlined above, at the end of the first year we
could expect that $4,000 of stamps then outstanding would be re
deemed at a later date, with a cost expectancy of $3,600; also that
$1,000 of stamps would never be redeemed.
“We have been given to understand that the United States Internal
Revenue Service will allow a reserve to be set up at the end of each
tax year which will defer the income to the period in which it is ac
tually earned. This is to be predicated upon the taxpayers’ experience.
However, in our example above, we assume that the 90% figure is
reasonable both for tax purposes and accounting purposes.
“Our questions therefore are:
1. Should the $4,000 of stamps, which it is expected will be re
deemed in the future, be treated as a reduction of income on the
profit and loss statement?
2. Is an alternative treatment, to add $3,600 to the cost of sales, with
a special caption thereon to record the anticipated cost of the
redemption of the stamps remaining outstanding?
3. On the balance sheet, if the first treatment is used, would the
$4,000 be properly shown as deferred income?
4. If the second method is used, how should this be shown on the
balance sheet?
“In addition, if you can give me any reference to some accounting
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theory on the handling of premium stamp company accounts, as well
as a suggested chart of accounts, it would be appreciated.”

Our Opinion
We have had several questions submitted of late regarding the ac
counting for companies engaged in a trading stamp or “premium
merchandising” operation and find a dearth of references on this sub
ject. However, you may find the following comments helpful.
Regarding the question of the timing for taking up revenue from
sales of trading stamps, we believe that either of two methods should
be considered acceptable. Under the first, the amount of current year’s
estimated forfeitures would be taken into income, but the remainder
of the current year’s sales of stamps would be treated as deferred
revenue until they were redeemed. At that time the revenue from the
stamps redeemed would be taken into income and the cost of the
premiums would be deducted. Under the second method, all of the
revenue from the sale of stamps would be taken into income in the
year of sale, but an estimated liability for redemption of stamps would
be set up. The cost of premiums would be charged to this estimated
liability account.
Journal entries illustrative of the two alternative methods follow:
Alternative A

Cash
Revenue from Estimated Forfeiture of Stamps
Deferred Revenue
Premiums
Cash
Deferred Revenue
Revenue from Stamps Redeemed
Cost of Premiums Given in Redemption of Stamps
Premiums
Alternative B
Cash
Revenue from Sales of Stamps
Provision for Estimated Cost of Redeeming Outstanding Stamps
Estimated Liability for Redemption of Outstanding Stamps
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Premiums
Cash
Estimated Liability for Redemption of Outstanding Stamps
Premiums

There can be little doubt that the principal accounting problem of
a client engaged in a “premium merchandising” operation involves
the proper matching of revenues and costs. The method specified in
section 39.42-5 (subtraction for redemption of trading stamps), In
come Tax Regulations 118, under the 1939 Code, recognizes the match
ing principle by allowing a taxpayer to deduct against trading stamps
or premium coupons issued or sold in a given year, a reasonable
estimate of the cost of redeeming such part of the stamps or coupons
as will eventually be presented for redemption. Apparently, the ex
perienced ratio of (1) stamps actually redeemed in certain prior years
to (2) total stamps issued or sold in such years, is considered a fair
basis for determining the current provision for the cost of prospective
redemptions.
We note that the 1939 Internal Revenue Code section 42 which
covered “Accounting periods and methods of accounting; period in
which items of gross income included” is superseded by Parts I and II
of Subchapter E of the 1954 Code. Part II originally contained sec
tions 452 and 462 dealing with “Prepaid Income” and “Reserves for
Estimated Expenses,” respectively* These sections have been repealed.
Thus, you might look into the question whether the status quo
ante now prevails with respect to the tax accounting for trading stamp
operations.1
An early reference briefly discussing the accounting for the trading
stamp operation is an article entitled “Tax Accounting for Repricing
and Other Reserves,” by H. T. Reiling which appeared in the De
cember, 1953 issue of Taxes — The Tax Magazine (Commerce Clear
ing House, Inc., Chicago).
Recently an Institute member wrote us inquiring what ratio his
client should use in determining the current provision for the cost
of prospective redemptions when such client as yet had no experience
on which to base or develop a ratio. In replying, we referred him
to the comments in the last complete paragraph on p. 991 of the

1 Subsequent to this writing, the Treasury Department promulgated Regulation 1.451-4.
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Reiling article and to the citations to tax cases in such paragraph.
In addition, we stated the following:

“We have also contacted the accounting firm handling the audit of
one of the largest trading stamp companies, and were informed that
such company makes a current provision for prospective redemptions
based on its experience, of 95% of coupon sales during the period. Our
informant emphasized, however, that the redemption experience and
therefore the ratio to be used will vary greatly depending on whether
or not the company’s stamps are given out in supermarkets, or in
any other type of retail outlet where the stamps may be accumulated
much more rapidly. Our informant specified a range of redemption
experience of between 75% and 95%, but on the basis of his recollec
tion, stated that 60% or 65% was the ratio finally determined upon in the
Brown and Williamson tax case. It is to be noted that the nature of the
operation in the latter case was one where the stamps would not be
accumulated too rapidly.”

Inquiry 688
Wholesale grocer — auditing and reporting on trading stamp
operations
“Your instructions with regard to generally accepted auditing
standards and accounting principles in auditing and presenting on a
balance sheet the results of my client’s transactions in the trading
stamp business will be greatly appreciated.
“The facts are as follows:
1.
2.
3.
4.
5.
6.

Corporation X — wholesale grocer
Trading stamp business began September 8, 1960
Fiscal year ends October 31, 1960
Cost of stamps: $3.50 for pad of 5,000 from supplier
Sales price of pad to retail grocer: $8.50
Saver-books to be redeemed by customers of retail grocers con
tain 1,260 stamps — each pad contains 3.96825 saver-books
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7. Supplier is to redeem saver-books for merchandise to retail cus
tomer at $1.70 each and charge Corporation X
8. Supplier estimates that, according to his experience over many
years, 70% of all stamps will be redeemed, but also estimates that:
a.
b.
c.
d.

First 6 months: 9% redemption
End of 15 months: 27% redemption
End of 2nd year to 2½ years: 50% redemption
End of 3rd year and beginning of 4th year: 70% redemption —
(this is leveling point)

9. Supplier guarantees in contract that the redemption charge will
not exceed $6.00 per pad on total stamps issued

“My specific questions are as follows:
1. What are the proper internal controls to be set up?
2. What are the generally accepted auditing standards in this case?
3. What per cent of sales of coupons should be set up as a liability
at October 31, 1960, and in later periods? Is it a current liability?
4. Should the profit or loss on trading stamps be shown as a separate
item on the operating statement, and if so, where?
5. What comments should be made in the report? Should an ex
planation be footnoted to the balance sheet and/or operating state
ment?

“In the interest of clarity, the following tabulation is presented on
the purchase and sale of one pad of 5,000 stamps:

Sales Price of Stamps
Cost of Stamps:
Purchased
Redeemable
Total Cost
Profit per Pad of 5,000 Stamps

$8.50
$3.50
4.72*

*1 pad = 5,000 stamps
1 saver-book = 1,260 stamps
5,000 ÷ 1,260 = 3.96825 saver-books
Cost of Total Redemption = 3.96825 times $1.70, or
Multiply by Per Cent to Be Redeemed
Estimated Cost of Redemption

8.22
$ .28

$6.746
.70
$4.72**

* *This amount would also be shown as a current liability with actual
redemptions charged to it.
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"I would think that the ultimate 70% redemption figure would be
used from the time the first pad of stamps was sold until Corporation
X established its own experience. How long would be necessary
to establish an experience, and if that per cent differed from the
70% being used, how would it be handled and explained so that an
opinion could be given assuming, of course, that the difference would
be material?”

Our Opinion
We agree with you that the client’s estimated liability for redemp
tions should be set up at 70% of possible redemption value of stamp
pads sold ($4.72 times number of pads sold) from the outset, i.e.,
starting with the end of the first fiscal period, October 31,1960. The 9%,
27%, and 50% figures, we believe, take into consideration the time re
quired to accumulate stamps, but such percentages do not necessarily
indicate that the earliest stamps sold will not ultimately be redeemed
at the rate of 70%.
Regarding the question of "current” or "non-current” classification,
in our opinion, the fact that early redemptions will be at a lesser rate
than the ultimately expected 70%, provides a sound reason for splitting
the estimated liability for redemptions at October 31, 1960, and again
at October 31, 1961, i.e. reflecting a portion thereof in the balance
sheet as "current” and the remainder as “non-current.” The current
portions of the total estimated redemption liability at such dates might
be based, respectively, on the redemption rates indicated in items
"8b.” and "8c.” of your letter. However, we personally would be in
clined to reflect the total estimated liability (computed as 70% of
possible redemption value of stamp pads sold) as a current liability
at the end of the first two fiscal periods.
In answer to the question raised in the last sentence of your letter,
it appears that only after about five or six years will the client have
any mature redemption experience providing a basis for possible
upward or downward adjustment of the estimated liability for re
demptions. We believe the change in the redemption rate (and conse
quent adjustment of the estimated liability) may be viewed as "the
proper consequence of altered conditions,” and, accordingly, it would
not be necessary to take an exception as to consistency in your report.
In this connection, see Generally Accepted Auditing Standards—Their
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Significance and Scope (AICPA, 1954) at p. 51. [Now section II of
Statements on Auditing Procedure No. 33 (AICPA, 1963) see at pp.
43-4.]
After perusing a summary profit and loss statement presumably
typical of that used by wholesale grocers, we have come to the con
clusion that the profit or loss on trading stamp operations, if material,
should be shown as a separate item just after “Profit from Operations
after Discounts.” If not material, such profit or loss on trading stamps
may be included in “Other Income or Deductions.” We do not believe
the profit or loss on this ancillary operation should be merged with,
or presented so as to confuse, the profit or loss earned on the com
pany’s primary operation.
As to comments or disclosures in your report or in the financial
statements, we believe the statements should indicate that the client
has entered into the trading stamp business. However, though some
might deem it desirable to indicate that the estimated liability for
redemptions has been based on estimates as provided by the stamp
supplier in accordance with the latter’s experience over many years,
nevertheless, we do not believe the rule of informative disclosure
would require that your client volunteer either the source of its
information on possible redemptions or the actual rate used. The
main consideration is satisfaction on the part of the auditor that pro
vision for the liability has been made based on the best information
now available.
We have been unable to locate an audit program specifically tailored
to trading stamp operations. The auditing standards are the same as
those governing any “general” audit situation. It goes without saying
close control should be maintained over the stamps by means of a
responsible custodian, serial-numbering of the pads, and by formalized
handling, and stamp purchase and stamp requisitioning procedures.
For whatever value they may have in enabling you to suggest ap
propriate internal controls for stamps to your client, see the following
references:
1. “Control and Audit of Gift Certificates, Merchandise Coupons,
and Other Forms of Store Scrip” (in the California CPA for
February, 1952, at pp. 23-4).
2. “Inventory Control — Gift Stamp Company,” by P. E. Kras-
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niewski (in Punched Card Data Processing Annual — Applica
tions and Reference Guide 2, 1960, at pp. 108-10).
3. Controlling and Accounting for Supplies — A Summary of Prac
tice (NACA, 1955).

Inquiry 689
Trading stamp companies — alternative considerations in mea
suring estimated liability for unredeemed stamps
“We have a problem with respect to the proper measure of the
liability of a trading stamp company for the future costs of redeeming
trading stamps sold and expected to be redeemed. The proper deter
mination of income, of course, is a corollary problem.
“Our state legislature recently passed an act requiring the licensing
and bonding of trading stamp companies. Applicants for license must
submit a certified balance sheet to the licensing authority.
“We have clients who are in the business of selling trading stamps
to retailers. The retailers, in turn, give their customers one trading
stamp for each ten cents of purchases made by the customer. The
customers who receive the trading stamps from the retailers paste
them in booklets, supplied by the trading stamp company. A com
pletely-filled booklet, containing 1,200 stamps, may be redeemed for
premium merchandise having an approximate retail value of $3.00.
Savers may also exchange booklets of stamps for cash, equivalent to
one mill per stamp, or $1.20 per booklet of 1,200 stamps. Redemp
tions for cash are relatively rare.
“Stamps sold in one year may not be submitted for redemption for
long periods of time, even years. The trading stamp company, how
ever, receives in the year of sale the funds with which it must meet its
future obligation to redeem the stamps when submitted by savers.
Some of the stamps sold will never be submitted for redemption. An
estimate of these forfeitures is made and the proceeds therefrom are
generally classified as income in the year of sale.
“To aid in presentation of our problem, we are fisting below hypo-
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thetical average operating data of a trading stamp company. The
data are expressed in terms of pads of 5,000 stamps each. Average sales
proceeds were derived from the number of pads sold. Average costs
and expenses were derived from equivalent number of pads of stamps
redeemed. Average sales proceeds per pad of stamps sold has not
varied appreciably for several years. The average per pad costs and
expenses listed are those experienced during the most recent twelve
months of operations, which period would include an entire cycle of
seasonal variations in redemptions.
Average
Per Pad of
5,000 Stamps
Sales proceeds
$12.50

Costs and expenses:
Cost of premium merchandise, delivered to the
central warehouse
Warehouse direct operating expense and the
expense of delivering merchandise to the redemp
tion stores
Redemption stores’ direct operating expenses
Central office administration and general expenses
Total Costs and Expenses

6.30

.35
1.00
.85
$ 8.50

“The general nature of the classifications of costs and expenses is
self-explanatory. Central office administration and general expenses
include executive salaries, the expense of procuring merchandise and
maintaining the perpetual inventory records, payroll administration
expenses, etc. A relatively small part of central office expenses de
rives from administration of the sales staff, and of advertising and
promotion activities. Selling expenses, including salesmen’s salaries,
printing, advertising, etc., are not included in our data since we do
not think they are related to our problem.
“We have been told that the general practice in the trading stamp
industry is to reserve from current income, for future costs and ex
penses, an amount equivalent to the number of pads sold and ex
pected to be redeemed (based on an expected redemption ratio, which
is not questioned here) times the estimated cost of premium mer
chandise delivered to the central warehouse. No provision is made for
warehouse expenses, the expenses of delivering merchandise from the
warehouse to the redemption stores, the redemption stores’ expenses or
the central office administration and general expenses.
“On the other hand, we have knowledge of trading stamp companies
inquiry:
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which set aside in reserve amounts including provisions for the ex
pected merchandise cost, warehouse and trucking expenses and re
demption stores’ direct operating expenses, but do not provide for
general and administration expense. Other companies reserve the
entire sales proceeds from stamps sold and expected to be redeemed.
“The Treasury Department has promulgated Regulation 1.451-4
with respect to taxpayers who issue trading stamps with sales.’ We
believe the provisions of the regulation are also applicable to taxpayers
who are in the business of selling trading stamps to retailers. The
regulation reads, in part, as follows:
If a taxpayer issues trading stamps or premium coupons with sales,
which stamps or coupons are redeemable in merchandise or cash,
he should, in computing the income from such sales, subtract
only the amount which will be required for the redemption of
such part of the total issue of trading stamps or premium coupons
issued during the taxable year as will eventually be presented for
redemption....

“We would be most appreciative if you would provide us with an
opinion concerning the following points:
“1. From the standpoint of generally accepted accounting prin
ciples, which of the costs and expenses listed above should be in
cluded in the amount which should be shown in the balance sheet as
the liability for future costs and expenses?
“2. Would the omission from the stated liability of provision for
any one of the cost and expense classifications required by generally
accepted accounting principles obligate the independent accountant
to qualify his opinion as to the fairness of the presentation, assuming
the amount involved is material in the circumstances?
“3. Do you have any information that the trading stamp industry
in general adheres to the principles attributed to it above in establish
ing reserves for redemption?
“4. If there is such a generally accepted practice in the industry,
and if the industry practice were cited in a footnote to the balance
sheet, would this relieve the independent accountant of obligation to
qualify his opinion concerning presentation of the reserve for re
demption in accord with general industry practice?”
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Our Opinion
The Institute does not have any information, i.e., reliably based on
an actual survey, as to what general practice of trading stamp com
panies is with regard to setting up the estimated liability for redemp
tion of trading stamps. However, in our opinion, the practice or pro
cedure outlined in the seventh paragraph of your letter is acceptable,
and, we feel, preferable to the equally acceptable treatment outlined
in the first sentence of the next paragraph.
Concerning the method mentioned in the next sentence of the
same paragraph, we are not aware of the extent to which, if at all,
other companies reserve the entire proceeds from stamps sold and
expected to be redeemed. Assuming that the redemption ratio is realis
tic, we believe this method would be acceptable only where it can
reasonably be expected that the cost of the premium merchandise
subsequently furnished will be substantially equal in dollar amount
to the proceeds initially derived from the stamps surrendered. We
believe this situation would obtain only in the rare case where a
trading stamp company derives its net revenue solely from forfeitures.
Of the four categories of cost and expense listed in the fifth para
graph of your letter, we personally would be inclined to regard the
second and third categories essentially as distribution costs, to be ac
counted for as period charges.
One may look upon a company engaged in trading stamp operations
as being engaged essentially in the retailing of merchandise in an in
direct fashion. Such a company has direct contact with the ultimate
consumers, i.e., persons purchasing its merchandise with stamps in
stead of money, and indirectly collects the sales prices of its merchan
dise through sales of stamps to a middleman. The ordinary retailer
sells merchandise, and either concurrently or subsequently, collects
the purchase price; the trading stamp company collects the purchase
price through sales of stamps and subsequently furnishes the mer
chandise. Proceeds of stamp sales in effect represent proceeds from
the sale of merchandise, and, accordingly, it may be contended, a
trading stamp company should reflect a gross margin and its operating
results in essentially the same manner as any other retailer.
In our opinion, it would be proper for the CPA to render an un
qualified opinion on the financial statements of a trading stamp com
pany if either the first or the second method mentioned in your letter
has been consistently employed in setting up the estimated liability
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for future redemption costs and expenses. If the third method is em
ployed, only in the rare case already mentioned would it be proper
for the CPA to render an unqualified opinion, since otherwise it ap
pears the method would result in improperly deferring the recognition
of a portion of revenues.

Follow-Up Inquiry Addressed to Carman G. Blough1
“We have some difficulty in reconciling the conclusion stated in the
Technical Information Service’s letter as to the preferable method
which a trading stamp issuer might follow in computing the amount
which should be reserved from the proceeds from sales of trading
stamps, to certain generally accepted accounting principles which,
we believe, are pertinent to the facts of our problem.
“We would like to enumerate herein some of the facts which were
perhaps not clearly presented in our first communication, to cite ac
counting principles which we believe are pertinent under the circum
stances, and to indicate the conclusions we think follow from the facts
and application of the principles.
“We ask that you consider our statements and criticize the conclu
sions we derive. The proper accounting for a trading stamp company
is not of mere academic interest to us. We shall be called upon,
within the next thirty days, to render professional opinions as to the
financial statements of two stamp issuers. Both of these clients de
mand that the liability to redeem stamps outstanding and expected to
be redeemed be stated at the lowest amount acceptable to us and, con
versely, that net worth be stated at the highest amount acceptable.
The preferable method cited in the Technical Information Service’s
letter, which we shall elaborate upon later, would produce a lower
reserve than we otherwise would advocate, but we hesitate, without
further inquiry, to accept the method as completely defensible from
the standpoint of generally accepted accounting principles.
“We agree that trading stamp companies are essentially retailers.
Where they differ importantly from ordinary retailers, however, is
that they receive full payment well in advance of fulfilling their re
tailer function. The proper accounting for this advance payment con
stitutes the core of our problem.
“Trading stamps sold in one year may not be submitted for redemp
tion for long periods of time, even years. The trading stamp issuer
1 Mr. Blough was the AICPA’s Director of Research at the time of this exchange of
correspondence.
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however, receives, in the year of sale, the funds with which it must
meet its obligation to the stamp savers. That obligation, which we shall
call the redemption obligation,’ entails having the merchandise to be
selected by the stamp saver from the catalogue published by the is
suer, in place in the redemption stores, ready for delivery when the
stamps are presented.
“Proper accounting with respect to proceeds from sales of stamps
(those stamps expected to be eventually submitted for redemption,
based upon past experience) would appear to be achieved through
the dictates of the generally accepted accounting principles concerned
with the proper determination of net income and with the measure of
the extent of a liability to perform or to render a service in the
future.
“On the one hand, one of the major objectives of accounting is the
proper determination of net income through the principle of matching
applicable costs and expenses against revenues. There is also the
principle of including in the measure of a liability to render a future
service, reasonable allowance for all of the costs and expenses nor
mally expected to be incurred in rendering that service.
“These principles appear to be complementary in the case of trading
stamp companies, and of other enterprises involving receipt of pay
ment for services in advance of the rendering of the service, in that
the proper statement of net income involves proper measurement of
the liability to render the future services.
“The redemption obligation, we have said, entails having the
merchandise to be selected by the stamp savers in place in the re
demption store at the time the stamps are submitted for redemption.
We believe that all of the normally expected costs of fulfilling this
obligation should be recognized in measuring or stating the amount
of the liability to render future services, and that no part of the funds
received from sale of the stamps which will be required to defray the
costs of meeting the redemption obligation should be taken into in
come prior to the fulfillment of that obligation.
“The stamp issuer can pretty well project from cost records, aver
aged on a rolling’ basis to include an entire cycle of seasonal vari
ations, what his redemption costs will be in the next twelve months
or so. Those costs include the cost of the premium merchandise he
must purchase, the costs of warehousing the merchandise centrally
and delivering it to the redemption stores as required, and the costs
of maintaining the redemption stores in operation.
“The Treasury Department appears to have gone along with the
requirements of the accounting principles enumerated above in phras
ing Regulation 1.451, entitled “Accounting For Redemption Of Tradinquiry:
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ing Stamps and Coupons,” issued in connection with section 451 of
the Internal Revenue Code. The regulation states, in part, that a tax
payer who issues trading stamps redeemable in merchandise or cash
“should, in computing the income from such sales, subtract only the
amount which will be required for the redemption of such . . . stamps
. . . .” (emphasis supplied) The emphasized words the amount which
will be required for the redemption implies provision for all of the
costs of fulfilling the redemption obligation.
“The method of computing the amount of reserves for future costs,
to be set aside from income for which the TIS letter expresses a
preference, involves providing for the cost of the merchandise to be
delivered to stamp savers, but not for the other costs of fulfilling the
redemption obligation.
“It does not appear to us to be logical, in a proper matching of
costs and revenue and in stating the measure of the liability to re
deem outstanding stamps, to recognize only one of the redemption
costs, albeit the largest, and to ignore other expected costs. To the
stamp issuer, the dollars he must pay for merchandise procurement
and inventory management services and for redemption store rent
and clerk hire are just as much a cost of redeeming stamps and dis
charging his obligation as are the dollars he must pay for the mer
chandise to be delivered to savers.
“The practice of setting aside in reserve only the estimated cost of
the merchandise and not providing for other costs to be incurred in
discharging the stamp issuer’s obligation would appear to be not in
accord with generally accepted accounting principles. Where the
amount of the expected costs for which no reserve is provided is ma
terial, we believe, the independent CPA should take exception to the
fairness of the presentation.
“We would appreciate your thoughts concerning the validity of
the conclusion expressed in the preceding paragraph and, in the light
of the points raised herein, an appraisal as to the acceptability of the
method cited as preferable in the TIS letter.”

Reply by Carman G. Blough
“This is in response to your letter with respect to the accounting
principles involved in the provision for costs to be incurred in meeting
the obligations incurred by a trading stamp company when it sells
stamps to merchants. You take exception to the views which were
expressed by our Technical Information Service.
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“In theory, I cannot take any exception to your argument that ‘all
of the normally expected costs of fulfilling this obligation should be
recognized in measuring or stating the amount of the liability to ren
der future services, and that no part of the funds received from sale
of the stamps which will be required to defray the costs of meeting
the redemption obligation should be taken into income prior to the
fulfillment of that obligation.’ My only question would be just how
far it is practical to go in making such a provision.
“I think the Technical Information Service in its letter probably re
flected the more common practices in this area. However, where it is
reasonable and practical, I believe it would be appropriate to provide
for warehouse expenses, the expenses of delivering merchandise from
the warehouses to the redemption stores, the redemption stores’ ex
penses, and an appropriate portion of the central office administration
and general expenses. Certainly all of these are costs of redeeming
the stamps. The only justification for not including all of them in the
provision, it seems to me, would be the practical problem of the re
finement that is involved in working out data. While I do not sub
scribe to the idea that the proper procedure could be bypassed where
it is bothersome to make the necessary computations, there are situ
ations in which the cost of making the computations and the alloca
tions are out of all reason in relation to the benefits that may be de
rived from them. In such cases, the practicalities of the situation have
to be taken into consideration.
“I am not sufficiently familiar with all of the problems that are
involved in the calculations which would be necessary in following
your theory to its ultimate, so I do not know whether it is practical or
not. Certainly if it is practical, in my opinion, it would be proper.”
Author’s Postscript
One way of rephrasing the question here might be: In setting up
the estimated liability for future redemptions of stamps sold in the
current period, how far should the principle of cost absorption be ex
tended? Should the estimated liability for future redemptions be
based on the concept of total product costs or on a more limited con
cept akin to cost of merchandise sold in the ordinary retailing opera
tion?
Should actual current period stamp revenues be matched with
estimated future total product costs of servicing redemptions of
stamps currently sold? Or should actual current period stamp revenues
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be matched with (1) estimated future costs of premium merchandise
delivered to the warehouse and (2) actual costs of servicing the cur
rent period’s redemptions (of stamps sold partly in current and partly
in prior periods)?
We personally believe either method, properly and consistently ap
plied, is acceptable, and would result in a fair presentation of oper
ating results.
One method would measure the estimated liability for future re
demptions in terms of the bare merchandise cost and treat actual costs
of currently servicing redemptions (essentially distribution costs) as
period charges. The other method would measure the estimated lia
bility for future redemptions by costing the expected redemptions for
merchandise, order fulfillment (distribution), and general administra
tive cost components, while using the estimated liability account to
absorb actual costs of currently servicing redemptions, and actual gen
eral and administrative expense incurred during the period.
In passing, we note that in the three paragraphs preceding the last
paragraph of our correspondent’s letter to Mr. Blough, it is made to
appear that the “other costs of fulfilling the redemption obligation”
are being left out of any reckoning in the income statement by use of
the method for which we expressed a preference. To correct the
rhetorical effect of what is said there, suffice it to say that if the latter
method were employed, actual costs of servicing redemptions and
general and administrative expenses actually incurred in the current
period, would be charged against current operations.
One further matter should be mentioned. If we interpret the fifth
paragraph of our correspondent’s initial letter correctly, it appears
that average per pad costs and expenses were derived by dividing the
equivalent number of pads of stamps actually redeemed in the cur
rent period into the total actual costs experienced during the most
recent 12 months’ operations for each of the four categories of costs
and expenses listed. The average per pad costs and expenses for the
respective categories as thus determined were then presumably mul
tiplied by the estimated number of pads sold within the current period
which are expected to be redeemed in the future.
It seems to us this method may have one fundamental point of vul
nerability. The method apparently assumes that expenses of ware
housing and delivery to redemption stores, direct operating expenses
of redemption stores, and general and administrative expense, vary
directly with estimated redeemable volume of stamps sold. It appears
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that the average per pad cost of premium merchandise delivered to
the warehouse, would vary more or less directly with estimated re
deemable volume of stamps currently sold. The latter costs would
tend to be relatively fixed (or semivariable) in total amounts, and
relatively variable (or semivariable) per unit. Thus, an error may be
introduced into the estimate of total costs of fulfilling future redemp
tions, if the computation of average per pad costs and expenses is
related to the number of stamp pads currently redeemed and then
such average is multiplied by a different number of stamp pads,
namely, the number of stamp pads currently sold which are expected
to be redeemed in the future. It would be of interest in this connec
tion, to plot the fluctuations in total stamp sales for a period of years
alongside actual costs of premium merchandise, warehousing, de
livery, redemption store operation, and general administration, and to
compare the relative amplitude of observed fluctuations.
*

*

*

For an article relevant to the above which came to our attention only at press time,
see “The Tax Dilemma of Trading Stamps,” by Robert W. Ford (In The Price Water
house Review for Spring, 1965, at pp. 44-9).

Inquiry 690
Income statement presentation for a trading stamp business
“I would appreciate your thoughts on the following. A client is en
gaged in the trading stamp business. They operate their own redemp
tion centers. The stamps are sold to the retailer at a fixed fee on a
‘non-redemption’ basis, that is, the price includes the stamp com
pany’s redemption value. In short, the retailer is eliminated from the
transaction after he has purchased the stamps.
“The client has proposed the following treatment for accounting
purposes. As the stamps are sold, an account entitled ‘Stamp Pad
Sales’ is credited. At the same time, a journal entry is prepared which
debits ‘Cost of Redemption Merchandise’ and credits ‘Reserve for
Stamp Redemption Merchandise.’ The dollar value for this journal
entry is based on the total estimated cost per pad, which includes
merchandise cost and all other redemption center expenses. At the
same time, based on prior experience, an adjustment is made to give
consideration to the fact that a certain portion of stamps will never
be redeemed. This is effected by a debit to ‘Reserve for Stamp Reinquiry:
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demption Merchandise’ and by a credit to ‘Non-Redemption Gain.’
“As the stamps are redeemed, the actual cost of such merchandise
is debited to ‘Merchandise Gain’ and credited to ‘Merchandise In
ventory.’ At the same time, a debit is made to ‘Reserve for Stamp Re
demption Merchandise’ and a credit to ‘Merchandise Gain.’ The dollar
value of this entry is once again based on the estimated total cost of
redemption, as was done when the stamps were originally sold.
“The suggested pro forma income statement follows:

Stamp sales
Cost of redemption merchandise (total redemption cost)
Gross profit
Non-redemption gain
Gross income on sales
Selling expenses (advertising, sales salaries, etc.)
Operating income on sales
Merchandise gain
Redemption center expenses
Operating income on redemption
Total operating income
Administrative and general expenses
Balance
Other income and deductions
Income before Federal income taxes
Federal income taxes
Net income

$xxx
xxx
xxx
xxx
xxx
xxx
xxx
$xxx
xxx

xxx
xxx
xxx
xxx
xxx
xxx
xxx
$xxx

“The treatment as outlined has the following results:
“1. The ‘Reserve for Stamp Redemption Merchandise’ on the bal
ance sheet is the estimated total redemption cost of all stamps un
redeemed less those which prior experience indicates will never be
redeemed. It includes not only merchandise cost but also redemption
center operating expenses.
“2. Income is realized on the sale of stamps as measured by the
difference between the sales proceeds and total cost of redemption
of such stamps, including merchandise cost and redemption center
operating expenses. We are thus anticipating both income and ex
penses.
“3. The income is being shown on the sale of stamps, rather than
in the redemption end, for if the cost estimate is accurate, the ‘Mer
chandise Gain’ should equal the operating expenses.
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“I would appreciate your comments on this treatment including the
terminology used and the income statement form.”

Our Opinion
Although we have had numerous questions submitted of late re
garding the accounting for companies engaged in a trading stamp or
“premium merchandising” operation, we find only two references1 in
the Institute library even briefly discussing this subject, viz.:
1. “Tax Accounting for Repricing and Other Reserves,” by H. T.
Reiling (in December, 1953 issue of Taxes — The Tax Maga
zine, Commerce Clearing House, Inc., Chicago).
2. “Trading Stamps” (discussion in Intermediate Accounting, by
Holmes et al., Richard D. Irwin, Inc., Homewood, Ill., 1958, at
pp. 120-2).

We believe that as premium stamps are sold, a journal entry should
be made setting up the estimated cost for stamps the client actually
expects to redeem — not for all stamp pads sold. In this connection,
you may wish to consider the suggested terminology in the following
journal entry:
Dr. Provision for Estimated Cost of Redeeming Stamps Sold
Cr. Estimated Liability for Redemption of Outstanding Stamps

The following explanation could accompany the journal entry and
be included as a footnote to the income statement:

This provision includes the estimated (a) cost of premium
merchandise, delivered to the central warehouse, (b) warehouse* 1 2

1 References discussing the accounting for trading stamps from the standpoint of a
merchant or retailer-licensee of a stamp company are the following:
1. “The Accounting for Trading Stamps,” by S. I. Simon (in July, 1957 issue of The
Accounting Review, at pp. 398-402).
2. “Accounting for Trading Stamps,” by C. Steinbeck (in April, 1959 Bulletin of
Arizona Society of CPAs, at pp. 26-7).
For an exhaustive general background discussion of the legal and business aspects
of trading stamp companies, see “Trading Stamps” in Notes and Comments at pp.
1090-1127 of the December, 1962 issue of New York University Law Review.

inquiry:

690

2013

direct operating expense and the expense of delivering merchan
dise to the redemption stores, and (c) redemption stores’ direct
operating expenses.

We have used the terminology “Estimated Liability . . .” rather
than “Reserve . .
in accordance with the recommendation of the
AICPA’s Committee on Terminology that use of the term “reserve”
be limited to indicate that an undivided portion of the assets is being
held or retained for general or specific purposes and that use in the
balance sheet to describe deductions from assets or provisions for
particular liabilities should be avoided.
As the stamps are redeemed, we believe the actual cost of the
merchandise claimed [see “(a)” above], should be charged to the
Estimated Liability for Redemption of Outstanding Stamps, with a
corresponding credit to the Merchandise Inventory account. The ac
tual expenses embraced in “(b)” and “(c)” above should also be peri
odically charged to the estimated liability account.
We believe that unless the Merchandise Gain account serves as a
useful guide or yardstick in comparing actual costs of redeeming
merchandise with the estimated costs thereof set up in the first in
stance, it would be preferable to omit this account both from the
books and the financial statements.
Incidentally, we are inclined to question the statement in your
letter that you are “anticipating both income and expenses.” It seems
to us the treatment we have suggested regards the irrevocable sale of
stamps to the retailer as the revenue-producing event and then pro
ceeds to match redemption costs, estimated on the basis of experience,
with same.
As the 1959 edition of the AICPA’s Accounting Trends and Tech
niques indicates at p. 6, the form of the income statement falls into
two general types, namely, the “multiple-step” form and the “singlestep” form. The multiple-step form contains the conventional group
ing of items with intermediate balances, whereas the single-step form
consists of an income grouping over a single total and an expense
grouping over a second total. The results of a long-established trend
in which the multiple-step form has been steadily losing in favor
of the adoption of the single-step form, show that the single-step
form now predominates.
We feel that the pro forma income statement suggested in your
letter is overcomplicated by too many intermediate profit or income

690 : inquiry

2014

TRADING STAMP COMPANIES

balances, and accordingly, we suggest as an alternative, a format some
what as follows:

Revenue from Sale of Stamps
*Provision for Estimated Cost of Redeeming Stamps Sold

Selling, Administrative, and General Expenses

xxx
xxx

Federal Income Taxes

xxx
xxx

Net Income for the Year

xxx

’(give footnote explanation as previously indicated)
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Subchapter S Corporations (Financial
Presentation, Withdrawals of Funds,
Footnotes, etc.)
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Nature and status of undistributed earned surplus of Subchapter S
corporation on which tax has already been paid by stockholders
“Sections Nos. 1371 through 1377 of the Technical Amendments
Act of 1958 created a new tax entity under the law, often referred
to as a ‘Pseudo Corporation.’ The main purpose of these sections is
to allow the individual stockholders of a qualifying corporation, under
certain circumstances, to report their respective shares of the income
or losses of the corporation individually, bypassing the corporation
tax.
“Several questions arise as to how the retained earnings of the
corporation should be presented on the balance sheet of an electing
corporation. Assume the following facts:
Capital stock
Retained earnings before election
Income for the period after election, reported
by stockholders on their individual returns
Less: Dividends distributed after election
Undistributed post-election income

$10,000
20,000

$7,000
2,000

5,000
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“1. Must a disclosure be made by footnote or otherwise that the
corporation has decided to elect under sections Nos. 1371 through
1377 to show that there is no corporation tax liability?
“2. Is the undistributed post-election income of the corporation
a liability of the corporation since the tax on that amount has been
paid by the individual stockholders? In other words, would there be
a liability for dividends payable constructively declared and not paid?
“3. If the answer to question 2 is no, must the retained earnings
before and after the election be segregated?
“4. If the stock is sold by shareholders before the undistributed
post-election income is distributed to them, would the $5,000 be
considered as retained earnings or paid-in surplus or a dividend pay
able liability?
“5. If the election is revoked before the $5,000 is withdrawn, would
the undistributed post-election income be considered retained earnings
or paid-in surplus or dividend payable liability?”

Our Opinion
Regarding effects upon financial statements of an election by a
corporation under sections 1371-7 of the Internal Revenue Code, you
will be interested to know that a series of questions and answers re
garding this matter appeared in Carman G. Blough’s column in the
February, 1959 issue of The Journal of Accountancy under the title
“New Tax Election for Small Business Corporations.”1 The questions
are specific and representative of those we have received from a
number of practitioners, and we believe the column item will help
considerably to clarify the subject from the standpoint of financial
presentation. Specifically, the column item sets forth answers to your
first and third questions.
1 The following three articles also discuss in part, financial presentation aspects of Sub
chapter S Corporations:
1. “Accounting Problems of Subchapter S Corporations,” by I. N. Habif (in Pro
ceedings—14th Annual Accounting Institute—1960, conducted by the College of
Business Administration of the University of Georgia and the Georgia Society of
Certified Public Accountants, Athens, Georgia, October 13, 1960).
2. “The Elective Entity Enigma,” by K. E. Pickens (in 1960 Winter issue of The
Illinois CPA, especially at pp. 17-19).
3. “What Bankers Should Know About ‘Pseudo’ Corporations—(Subchapter S Cor
porations),” by D. C. Anchin (in May, 1960 issue of Bulletin of the Robert
Morris Associates, especially at pp. 289-92).
INQUIRY:
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For its relevance to your second, fourth, and fifth questions, we
quote the following from a letter which we recently wrote to another
Institute member:
“Perhaps we should emphasize one point, however, at this particu
lar time. You state that ‘Those earnings on which they report are then
available to the stockholders anytime they choose to withdraw them’
and again ‘since the stockholders can draw this amount at will, it has
a strong nature of a current liability.’ We believe these statements
are in error. The fact that the Internal Revenue Code provides that for
certain tax purposes, the corporation may elect to be treated in certain
respects essentially as a partnership, does not affect, supersede, or
repeal the existent law in the state of incorporation (judicial and
statutory) which otherwise governs corporate distributions. Dividend
distributions are still controlled by insolvency or other restrictive
criteria set forth in the state corporation statute. Accordingly, any
distributions to stockholders not based on a formal dividend declara
tion and not made pro rata, should be regarded as advances to (or
loans receivable from) stockholders either until the funds are paid
back to the corporation or the advances or loans receivable are liqui
dated by subsequent dividends declared under proper circumstances.
“Regarding treatment as a liability of that part of corporate surplus
on which stockholders have paid a tax, it does not appear that because
a stockholder has paid a tax on his share of the corporate earnings
pursuant to the tax election, he thereby assumes the position of a
general creditor with respect to the undistributed portion of his share
of such corporate earnings.”

Inquiry 692
Subchapter S corporation—nature of disbursements made to
stockholders to cover personal taxes on earnings of corporation
“The writer has recently been faced with a question of terminology
in connection with the income tax law provision which allows a cor-
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poration to be taxed as a partnership. A specific example of the prob
lem follows:
“Corporation with four stockholders has chosen to be taxed as a
partnership. As consideration for the stockholders’ agreeing to report
their share of the corporate earnings, the corporation agrees to reim
burse the stockholders for the extra income tax they have to assume.
The corporation is further restricted under terms of a loan to reimburse
each stockholder an amount computed on the basis that their share of
the corporation income is their only income. If the corporation taxable
income is $50,000, the following might result:
Stockholder

Ownership

Reportable Share
of Corp. Income

Reimbursement
for Tax*

A
B
C
D

50%
30%
10%
10%

$25,000
15,000
5,000
5,000

$7,500
4,000
500
400

50,000

12,400

* Computed on basis that the above is the only income of the stock
holders and the stockholders’ dependents are taken into considera
tion.
“A comparison of the stockholders’ rights to a $12,400 dividend with
the above-proposed reimbursement, and showing a hypothetical
amount of additional tax, might appear as follows:

Stockholder
A — 50%
B —30%
C -10%
D—10%

Reimbursement
for Tax

Share of
Normal
Dividend

$30,000 [sic] **
6,000
1,500
400

$ 7,500
4,000
500
400

$ 6,200
3,720
1,240
1,240

$37,900

$12,400

$12,400

Actual
Additional
Tax

Is the $12,400 reimbursement a dividend? It is noted that the stock

holders do not share in proportion to their holdings.
“Could the above be classified as ‘Reimbursement in lieu of income
tax’ and be deducted from the corporation’s profit and loss statement
the same as the income tax it replaces?
**See A’s reportable share of corporation’s income.
inquiry:
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“What would this item be called; and how would it appear in the
profit and loss statement if the stockholders would have been paid
$37,900 or the full amount of their additional income tax, and each
stockholder would receive an amount in proportion to his increase
in the tax burden, and not in proportion to his stockholdings?”

Our Opinion
We believe distributions of corporate funds to stockholders qua
stockholders, may ordinarily be justified only on the grounds that
such distributions are either dividends duly declared and made pay
able, or payments made to redeem or acquire outstanding stock, in
complete conformity with legal requirements of the state of incorpora
tion. Of course, payments might also be made to a stockholder as
employee, i.e., for services rendered, or to a stockholder either as
debtor (loan made to him) or as creditor (repayment for loans made
to corporation or payment for assets sold to corporation). Presumably,
a corporation may also properly reimburse a stockholder for the lat
ter’s assuming a bona fide existing liability of the corporation or in
curring expenses in behalf of the corporation. It seems to us this last
frame of reference would have to be the basis on which the contract
here would have to justify itself, if the payments in question are to
qualify as a bona fide cost or expense chargeable to corporate oper
ations.
We are not in any position to state what the legal effect of the
particular contract is, whether or not modified by the restriction in
the loan agreement. However, we believe a real question may be
raised as to whether the consideration supporting the contract is ade
quate, or illusory. The implication of this, we believe, is that if the
contract is insupportable, treatment of expenditures made pursuant to
its terms as a corporate cost or expense is insupportable. The corpora
tion here agrees to make certain payments as consideration for the
stockholders’ making the election, thereby immediately assuming an
additional tax burden, and relieving the corporation of tax which
would otherwise be payable on its earnings. The amount of the tax
saving to the corporation, however, will ultimately redound to the
benefit of the stockholders unless dissipated by future corporate
losses. The stockholders by the election have changed their immediate
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position, but is there any real detriment (consideration) involved in
the long run?
The above having been said, our opinion is that, whether $12,400
or $37,900 is paid to the stockholders, the payments should be con
strued as dividends only if paid pro rata to share holdings; otherwise,
if not paid pro rata to share holdings, as advances to the stockholders.
The item “New Tax Election for Small Business Corporations”
which appeared in Carman G. Blough’s column at pp. 75-6 of the
February, 1959 issue of The Journal of Accountancy, discusses socalled pseudo corporations from the standpoint of financial presenta
tion. Regarding your question as to the propriety of reflecting the re
imbursement as an expense or charge in the profit and loss statement,
we note that in the answer to question 2 in the above-mentioned
column item, it is stated that “Disbursements made to stockholders
to cover their personal income taxes on the earnings of the corpora
tion are not an expense of the corporation.”

Inquiry 693
Appropriate footnote disclosure of Subchapter S corporate status
“Information is requested as to adequate disclosure to readers of
financial statements of corporations electing to be taxed under Sub
chapter S of the Internal Revenue Code.
“Within our office we have crane up with two possible methods
and would appreciate your advising us as to (1) which of the methods
set forth herein you would consider preferable and (2) your recom
mendations for adequate disclosure if you consider neither of our
approaches satisfactory.
“Our first method would require the following footnote to be set
forth. You will note that the amount of Federal income taxes which
would have been paid had the election not been made, is included
in the footnote.
No provision for income taxes is reflected in the above state
ment inasmuch as the stockholders have elected to be taxed under
INQUIRY:
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the provisions of Subchapter S of the Federal Internal Revenue
Code wherein the income is taxable to the stockholders and not
to the corporation. Had no such election been made, the provision
for Federal income taxes for the current year would approximate
$xxx.

“Our second method would require the following footnote to be
set forth on the balance sheet:
The stockholders of the company have elected for Federal in
come tax purposes to be taxed under the provisions of Subchapter
S of the Internal Revenue Code; therefore, no liability for Federal
income taxes of the company is reflected in the above statement.

“Our income statement, in addition to an explanatory footnote,
would include a provision for income taxes based on current corporate
rates (the same amount which would be set out in the footnote under
our first method) and would then be added back through the state
ment of retained earnings. An example of this method follows:
Income Statement
Stockholders’ distributable income
Provision for stockholders’ income tax in lieu of
corporate income tax, computed at current cor
poration tax rates

Net income for the year

$ xxx

xxx
$ xxx

Retained Earnings

Balance beginning of year
Add: Net income for the year, as above
Provision for stockholders’ income tax
in lieu of corporate income tax

Balance end of year

$ xxx

$ xxx
xxx

xxx
$ xxx

“We also recognize that disclosure is required in regard to with
drawals by stockholders if such information is known at balance-sheet
date, and would appreciate any comments you may have on disclosure
requirements relating thereto.”
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Our Opinion
Although we have no substantial objection to either one of your
proposed footnotes, our preference runs in favor of your first footnote.
As alternative language, you may want to give consideration to the
following, viz.:
The stockholders have elected, under the provisions of Sub
chapter S of the Internal Revenue Code, to have the corporation’s
income treated for Federal income tax purposes substantially as if
the corporation were a partnership. The stockholders’ respective
equitable shares in the net income of the company are reportable
on their individual tax returns. Accordingly, the financial statements
reflect no provision or liability for Federal income taxes. Had no
such election been made, the provision for Federal income taxes
for the current year would approximate $xxx.

In addition to mentioning in the above footnote to the financial
statements, the amount of Federal income taxes the corporation would
have paid if it had not made the election, we also believe the same
type of information should be indicated for each year involved when
comparative income statements are presented. (In this connection,
see question 3 appearing in the item “New Tax Election for Small
Business Corporations” in Carman G. Blough’s column “Accounting
and Auditing Problems,” February, 1959 issue of The Journal of Ac
countancy, at p. 76).
We personally disfavor your proposed “in-and-out” treatment of
the provision for tax in your statements of income and of retained
earnings on the ground that it introduces a hypothetical charge into
the statement.
Regarding the problem mentioned in your last paragraph, we
believe that where it is known the stockholders have definite plans
involving withdrawals of funds, or the directors have indicated their
intent to declare certain dividends, the usual principles of disclosure
of significant events subsequent to the balance-sheet date would suf
fice. Where distributions or advances to stockholders have not in fact
been made or where there is no definite plan for distributions or ad
vances to stockholders, we personally believe there is no disclosure
requirement that prospective distributions and advances be men
tioned. However, note the position taken by Mr. Blough in his
answer to question 2 in the above-mentioned Journal column item.
inquiry:
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The important point is that inquiry should be made and the signi
ficant facts disclosed.
As a possible alternative to Mr. Blough’s suggested language in
this respect, you might put the reader of the statement on notice by
stating in your audit report, after due inquiry, the following:
Management (or the Board of Directors) informs us that no
prospective advances or distributions to assist stockholders in pay
ing personal tax obligations are presently intended (contemplated).

Inquiry 694
Subchapter S corporation—presentation of equity accounts
“This is not a tax question, but rather one of balance-sheet presen
tation of a ‘Tax-Option corporation’s earned surplus (deficit) from
pre-election years and shareholders’ undistributed taxable income
(loss). Assume the following:
Capital surplus (arising upon 4/1/58 organization)
Deficit from operations prior to election on 12/31/59
Profit year 1960
Dividends paid in 1960 on 1960 earnings
Loss year 1961
Cash distribution 1961

$68,000
( 4,000)
20,000
15,000
( 7,000)
16,000

“We need to know sequence of application of 1961 loss and cash
distribution on statement of capital surplus, earned surplus, and share
holders’ undistributed taxable income.”

Our Opinion
Frankly, we are not certain we understand what you have in mind
by the term “sequence of application” in connection with the situation
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outlined in your letter. However, our reaction to the statement of
facts is as follows:

In our opinion, the fact that a corporation elects under the Federal
tax law to have its shareholders taxed substantially as partners does
not change in any respect the laws of the state of incorporation re
specting dividends or other distributions nor does it change the pres
entation of the equity accounts in the corporation’s balance sheet from
the standpoint of generally accepted accounting principles. In this
connection, see the item entitled “New Tax Election for Small Business
Corporations” which appeared in Carman G. Blough’s column at
pp. 75-6 of the February, 1959 issue of The Journal of Accountancy.
Accordingly, it seems to us that if the “cash distribution” in 1961
was not made pursuant to a resolution declaring a dividend, then
technically, it is in the nature of a loan or advance to the shareholders
and should be recorded and reflected in the balance sheet as a loan
receivable.
However, if the $16,000 was declared and paid as a dividend, then
we believe the equity section of the corporation’s balance sheet should
be presented substantially as follows at the end of 1961:

Capital Stock Outstanding .......................................... $ xxx
Capital Surplus .................................................................. 68,000
$ xxx

Less: Deficit representing Dividends paid in Ex
cess of Cumulative Earnings....................

22,000*

Net Equity.....................................................
* Derived as follows:
$ (11,000) cumulative operating losses
20,000 operating profit in 1960

9,000 net earned surplus
(31,000) cumulative dividends or distributions

$(22,000) dividends in excess of cumulative earnings

inquiry:
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Cooperative Apartments

Inquiry 695
Concerning losses reflected by cooperative apartment enter
prises

Inquiry from Layman
“Just as a matter of information, what should be done with de
preciation charged off in the case of a cooperative apartment where
apartments are just alike? The charge for depreciation does not enter
into the charge or cost of the monthly assessment, but makes for a loss,
or increases the loss, reflected in the annual statement of earnings.
Also, it causes a large deficit in place of earned surplus in the yearend balance sheet. At least, that is the way our secretary handles it
in our case.
“We live in an 18-apartment cooperative building, were given a
statement several months ago, and were surprised to find a much
whittled-down figure for capital stock and surplus from paid-in sur
plus and earned surplus.
“But this cannot run that way for the life of the mortgage, or for
another year for that matter. A small profit before depreciation was
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shown, but I presume it has to be that way else they would have to
pay income tax. The monthly assessment is to be held down to near
cost, I would believe.”

Our Opinion
It is indeed difficult to explain succinctly the situation to which
your letter calls attention.
One fundamental difference in the method of operation and
financing employed by a cooperative apartment project and that
employed by a business operated for profit (or as a minimum,
operated to “break even”) should be noted at the outset, viz.:
the rental charges or assessments of a cooperative are usually set
at a level sufficient only to liquidate or cover current “out-ofpocket” costs of operation plus the current mortgage principal or
amortization payment (the latter item, accounting-wise, is not a “cost”
but a reduction of a liability or return of capital to the lender of
funds). From the standpoint of generally accepted accounting prin
ciples, depreciation, which measures the cost of expired utility or
serviceability, is deemed to be as real as any other operating cost but
it is not an “out-of-pocket cost.” On the other hand, a business oper
ated for profit tries to set the prices for its goods and services (or for
rental of its premises) at a level sufficient to cover all operating costs
including depreciation in order to maintain* (as a minimum) and
even enhance its original investment. If a commercial business through
the prices charged its consumers consistently realizes, or more than
realizes, its operating costs including depreciation, it is constantly
converting back into cash its operating outlays as well as the amount
of depreciation recognized as a cost.
In the cooperative apartment enterprise, it is clear a portion of
the depreciation cost incurred is recovered to the extent of the amount
of mortgage amortization included in the assessments paid by the
tenants. To the cumulative extent that the depreciation cost is not re
covered, the total investment of the tenant-stockholders is impaired. It

* We are not considering here the involved question of adjusting depreciation charges
to take into account changes in the purchasing power of the dollar.
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must be recognized, however, that the accounts are reflected in terms
of original dollars of cost and investment. In a mature enterprise, the
accounts only coincidentally, if at all, reflect "fair value.” From a
realistic standpoint then, the value of the net assets of the cooperative
and of your particular share therein, may not in fact be impaired if
the fair value of the property due to favorable economic factors has
increased enough to offset the impairment reflected in the accounting
statements.
Perhaps we should mention that we have before us a set of financial
statements of a cooperative apartment whose “books are being kept
in accordance with the requirements of the Federal Housing Ad
ministration” (so states the CPA’s report) and are maintained in ac
cordance with the generally accepted accrual basis of accounting. In
this connection, depreciation accounting is employed, and we note
that the cumulative deficit reflected in the balance sheet actually ex
ceeds (by a few thousand dollars at this point) the total paid-in
capital of the cooperative.
The fact that interest charges on the mortgage (which are included
as a cost in the income statement) are relatively high in the earlier
years and relatively low in the later years, and, conversely, that prin
cipal amortization on the mortgage is relatively low in the earlier
and high in the later years — this fact contributes somewhat to the
apparently alarming capital impairment reflected in the balance sheet
of a cooperative apartment enterprise in its earlier years. Also, the
fact that the useful life of the property used for purposes of com
puting depreciation may be shorter than the term of years over which
the mortgage obligation is being liquidated — this fact would con
tribute to the apparently alarming capital impairment in the earlier
years. When the property is fully-depreciated after many years, then
in succeeding years until maturity of the final mortgage payment,
with no depreciation charge being included in the income statement,
the cooperative will begin to reflect a profit each year roughly in
the amount of the current amortization. This will operate to reduce
the cumulative deficit until the latter approximates the amount of
paid-in capital.
Thus, where a cooperative apartment enterprise presents its state
ments on an accrual basis and employs depreciation accounting, one
would usually expect to find the income statement reflecting a loss in
an amount represented by the excess of the current depreciation pro
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vision over current amortization.1 A loss would be particularly alarming
if it exceeded to any material extent the excess of depreciation over
amortization, for this would mean that rental assessments were not
only insufficient to cover depreciation on the tenants’ equity in the
property, but also insufficient to cover regularly incurred “out-ofpocket” costs in their entirety.
Apart from the question of the merits of presenting cooperative
apartment financial statements on an accrual basis, we think it would
be helpful if most tenants received a supplementary statement of cash
receipts and disbursements or a source and application of funds state
ment. Amortization payments would appear as a direct outlay in either
of these statements.

Inquiry 696
Cooperative apartment corporation — accumulative deficit aris
ing from depreciation provisions
“A question has arisen in connection with the accounting treatment
of cooperative apartment buildings on which I would appreciate your
unofficial opinion.
“A corporation has been formed to purchase a building on lease
hold land. The articles of association provide that all consideration
received for the issuance of stock shall be considered capital of the
corporation, and that all stockholders of the corporation shall be en
titled, solely by reason of their ownership of stock in the corporation,
to occupy, under proprietary leases, apartments in the building to be
purchased. Rentals to be paid under the proprietary leases will be only
sufficient to defray maintenance and operating costs on the building.
1 N.B. This conclusion assumes that the total assessments paid by tenants, i.e., includ
ing mortgage principal amortization, are recorded as rental income and reflected in
the income statement. On the other hand, if the tax treatment of the amortization
is followed for regular financial statement purposes, then the portion of assessments
representing amortization would be excluded from rental income and credited directly
to paid-in surplus. In such case, the loss reflected in the income statement ordinarily
would approximate the full amount of depreciation expense currently recognized.
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“Proceeds from sale of capital stock will be sufficient to provide the
funds to purchase the building, and, therefore, after the purchase, the
balance sheet of the corporation will consist principally of the cost
of the building and paid-in capital in substantially the same amount.
From an accounting standpoint:

1. Is it proper to carry as an asset a building which has no market
value as it is occupied by tenants under proprietary leases which
produce no net revenue?
2. If it is proper to carry the building on the books of the corporation
at original cost, should depreciation be taken on the building?
3. If depreciation is recorded, what should be the ultimate disposition
of the accumulated deficit arising from depreciation provisions?
From a tax standpoint:

Inasmuch as all of the purchase price attaches to the stock, is a
shareholder who sublets his apartment for a rental in excess of
his share of the maintenance costs entitled to a depreciation or
amortization deduction for tax purposes?

“Your assistance in this matter will be greatly appreciated. Also, we
would appreciate any suggestions as to reliable reference material
relating to cooperative apartment accounting.”

Our Opinion
As a matter of Institute policy, we do not undertake to answer tax
questions.
Regarding the specific questions which you raise “from an ac
counting standpoint,” our opinion is as follows:

1. We believe the cooperative apartment building is fully-admis
sible within the family of assets. The fact that the building is oc
cupied by tenants under proprietary leases which produce no net
revenue is irrelevant, so it seems to us, in determining the building’s
asset status. We also are inclined to question the statement that the
building has no market value. Be that as it may, we believe the con
trolling consideration in setting the building up as an asset is: full
accountability for property owned by the accounting entity which
has an economic usefulness.
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2. You state that “Rentals to be paid under the proprietary leases
will be only sufficient to defray maintenance and operating costs on
the building.” Since you later raise a question as to whether depreci
ation should be taken on the building, we assume that by “operating
costs” you have reference to “out-of-pocket costs” or “operating costs
exclusive of depreciation.” Our personal opinion is that depreciation
accounting should be employed to give some recognition in the ac
counting to expiration of service capacity — also for the practical
reason of assuring that no taxable profit will be reflected in any year.
(Regarding the question whether depreciation should be taken on
a cooperative apartment building, see also correspondence directly
following this.)
3. In our opinion, the accumulated deficit arising from depreciation
provisions should be carried forward as a deficit from year to year.
If, for any reason, a quasi-reorganization is deemed necessary in some
future year requiring a writeoff of the deficit, it should be written off
first against any available capital surplus, and then against stated capi
tal (or against a reduction surplus created by reducing the stated
value of the cooperative’s shares), i.e., it should be written off in the
same manner as a deficit originating under any other set of cir
cumstances.1 * 1 2 3 4 5 6

1 References regarding the accounting for transactions of a cooperatively-owned apart
ment house are practically nil. However, you may find the following items helpful:
1. “Accounting for Cooperative Apartment Buildings,” by A. L. Campbell (in The
N.Y. CPA for Aug., 1949, at pp. 496-8, 514).
2. “The Cooperative Apartment” (in The Transcript for Sept., 1952, Harris, Kerr,
Forster & Company).
3. “The How and Why of Real Estate Cooperatives”
(a) Introduction
(b) History and Development of the Cooperative Apartment
(c) Formation of a Cooperative Apartment Venture
(d) The Cooperative Apartment Corporation
(e) Tax Problems of the Cooperative Apartment
(f) Problems in the Purchase of a Cooperative Apartment
(g) Middle-Income Cooperative Apartments
(Above article appeared in The Practical Lawyer for Nov., 1959, at pp. 59-94.)
4. “Tax Aspects of Cooperative Apartments” (item in “The Tax Clinic,” The Journal
of Accountancy, Sept., 1948, at p. 244).
5. “How to Set Up and Operate the Accounts for a Cooperative Apartment Build
ing,” by A. L. Campbell (in The Journal of Accountancy, Sept., 1950, at pp.
250-1).

6. “Cooperative Apartment Housing” (in Harvard Law Review, Sept, 1948, at pp.
1407-27).
INQUIRY:
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Inquiry 697
Depreciation of fixed assets of cooperative apartment corpora
tion
“We would appreciate a clarification of the handling of fixed assets,
exclusive of land, on a cooperative apartment corporation’s records
where the apartments have been leased for a term of 99 years to
tenant stockholders of the corporation.
“Could you elaborate on the method or methods of balance-sheet
presentation of the fixed assets of a cooperative apartment cor
poration?”

Our Opinion
The balance sheets in the annual reports of two cooperative apart
ment corporations which we have seen (both containing a CPA’s
opinion) present fixed assets in the same manner as most commercial
enterprises, i.e., Building (at cost) less Reserve (or Allowance) for
Depreciation. Both balance sheets reflected a capital impairment. Both
balance sheets also reflected a liability for a mortgage payable. In
this connection, we also note that the article “Accounting for Co
operative Apartment Buildings” (in The N.Y. CPA, Aug., 1949, at
p. 498), when fisting “the accounts generally maintained in the owning
corporation’s ledger,” includes “Land, Building (contra: accumulated
depreciation), Building Improvements (contra: accumulated depre
ciation and/or amortization), Furniture and Fixtures (contra: accu
mulated depreciation),” etc.
In the article “The Cooperative Apartment” (The Transcript for
7. Real Estate Investments and How to Make Them, by William J. Casey (Institute
for Business Planning, N.Y., 1958) pp. 131-8.
8. Cooperative Apartments—Their Organization and Profitable Operation (Institute
of Real Estate Management of the National Assoc. of Real Estate Boards, Chicago,
1956).
9. “Stock Tax Basis in Cooperative Apartment Corporation” (item in “The Tax
Clinic,” The Journal of Accountancy, Feb., 1958, p. 86).
10. Proposed Uniform System of Accounts for Apartment Buildings, by Horwath and
Horwath, Washington, D.C.
11. “Cooperative Apartment Management,” by James C. Downs, Jr. (in his Principles
of Real Estate Management, Institute of Real Estate Management, Chicago, 1954).
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Sept., 1952, Harris, Kerr, Forster & Company) it seems to us the fol
lowing two excerpts are relevant to aspects of the question you raise,
viz.:
Generally, a cooperative is organized as a corporation under the
stock corporation laws of the particular state. The required capital
is estimated by the promoters, to be represented by an appropriate
number of shares of stock. The shares are allocated to the various
apartments in accordance with size, location and desirability. The
tenant-owner purchases the number of shares assigned to the
apartment he selects. Thus, the tenant-owner does not hold title to
his individual premises, he only owns a number of shares of stock
in a real estate corporation. His tenancy is secured by a long-term
lease, known as a proprietary lease.
There is a type of organization in which the tenants do hold
title to their apartments, and their rights are secured by a net of
cross easements and contracts. Such an organization may easily
become a legal maze due to the volume of documents to be
executed. Furthermore, this type of organization is not always pos
sible under state laws.

The budget must be carefully computed, since the excess of the
aggregate assessments over actual expenses can give rise to taxable
income under the Federal Internal Revenue Code. However, that
portion of the assessment which covers amortization of the mort
gage is not income to the corporation, but increases the paid-in
value of the shares, and is therefore creditable directly to capital
surplus. This feature, together with depreciation (an allowable de
duction to the corporation) usually disposes of the possibility of
net income at the end of the year.
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Miscellaneous "Management of
Accounting Practice’’ Problems

ORGANIZATION AND DISSOLUTION

Inquiry 698
Organizational structure of national or large regional accounting
firms
“We are in the process of reorganizing our partnership setup, and
have reviewed the information contained in the Institute’s Accounting
Practice Management Handbook and also in The CPA Handbook in
regard to accounting partnerships. However, we find this information
to be pretty general, and it does not give much in the way of detail
on how the large firms are organized. We would like to have any in
formation that you can give us in regard to the organizational struc
ture of the national firms or of the large regional firms, without identi
fying the firm, of course. We are interested in knowing whether they
operate all their offices as one partnership, or have separate partner
ships for each office. We believe that some firms have general partners
whose interests are in the whole organization, and have other partners
whose partnership interests run only to the local office. We are inter
ested in any information that might be available on methods of allo-
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cating profits to the various types of partners and also the allocating
of capital and goodwill interests. We are also interested in knowing
how the affairs of the firm are administered and how the top manage
ment, etc., is organized.
“We know this is a big question, but we will certainly appreciate
any help that you can give in this regard.”

Our Opinion
The Institute has never developed any information relating to the
organizational structure of the national firms or of the large regional
firms, and after perusing the Accountants Index covering the last
twenty years under the major heading “Accountants’ Office,” sub
headings “Organization and Procedure” and “Partnerships,” we find a
dearth of information regarding the specific structural aspect in ques
tion.
However, we have good reason to believe, as you do, that some
national or large regional firms operate all their offices as one partner
ship, while others have separate partnerships for each office, and that
some such firms have some partners whose interests are in the whole
organization, and have other partners whose partnership interests
run only to the local office.
It is interesting to note the following excerpt from a paper, “The
Organisation of a Large Professional Office,” by R. T. H. McPhail
(which appeared in Papers, Summer School at St. Andrews Univer
sity, 24th to 29th June, 1955, Institute of Chartered Accountants of
Scotland), viz.:
Branch Offices and Their Organisation
In the course of the development of a large practice another
question which arises from time to time is whether or not to open
branch offices and, if opened, how to run them. I here want to
confine my remarks mainly to branch offices within the United
Kingdom, for the opening of oversea offices generally necessitates
the formation of separate firms constituted under the laws of the
countries in which the offices are situate and although the spon
soring firm will retain an interest in the oversea firms the day-to-day
operations and the organisation of these firms will lie with the
locally resident partners. It may well be that branch offices
within the United Kingdom will also be organised as separate
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firms, particularly if they are numerous and it is the policy to have
partners resident at these offices, for under the law of this
country no partnership may consist of more than twenty persons.

What interests us here insofar as it may relate to your general problem
is the phrase . . the sponsoring firm will retain an interest....” This
raised the questions in our mind: What is the nature of such “interest”?
May a partnership be a partner of a partnership or of several partner
ships? Regarding the latter question, we note the following from p. 460
of A. Lincoln Lavine’s Modem Business Law (Prentice-Hall, Inc., N.Y.,
1954), viz.:
Partnerships as partners. A partnership or firm may enter as
such into partnership with other firms, provided all firm members
consent. Thus, the AB Company, consisting of A and B, may be
come a partner of the CDE Company, consisting of C, D and E,
on consent of all five. In adjusting profits and other rights and
liabilities in respect to each other, the two firms will be treated as
separate entities, but as to outside creditors of the combined part
nership, A,B,C,D and E will be liable as members of a single firm.

Note that the interposition of a partnership as a partner of several
partnerships apparently would not insulate any of the partners from
liability to third-party creditors of the combined partnership. Query
(from counsel) whether the same conclusion would apply respecting
liability arising from negligence of any of the partners?
For some material dealing with goodwill payment provisions (or
payments in event of death or retirement of partner) in CPA partner
ships, see Appendix A in the pamphlet Management of Accounting
Practice No. 17, Advance Planning for Continuation of a Practice
(AICPA, 1962).
The article entitled “Organization and Administration of a Public
Accounting Office,” by Norman H. S. Vincent, should be of interest
to you. The article (available from the Institute’s library) appeared in
Northern New England Accounting Study Conference Papers, Dart
mouth College, September 5-7, 1951 (sponsored by the several New
England State CPA Societies and AICPA). Mr. Vincent indicates that
his firm’s partnership agreement contains the following articles, viz.:
Article I
Article II

—Purpose and Business
— Firm Name
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Article III

— Holders of Goodwill Shares, and No Others, Are
Partners
— Ownership of Capital and Liability for Debts Pro
Article IV
portionate to Goodwill Shares
— Managing Board and Business Manager
Article V
Article VI
— No Dissolution Caused by Death or Retirement
Article VII
— Method of Settlement with Estate of Deceased
Partner
Article VIII — Settlement with Incapacitated Partner
Article IX
— Settlement with Partner Voluntarily Retiring
Article X
— Settlement with Expelled Partner
Article XI
— Settlement on Dissolution
Article XII
— Disposition of Goodwill Shares Upon Retirement
of Partner
Article XIII — Participating Shares
Article XIV — Participating Associates
Article XV
— Two Plans for Acquiring Participating Shares
Article XVI — Fiscal Year — Assessments
Article XVII — Changing of Partnership Name
Article XVIII — Admission of New Partners and Participating
Associates
Article XIX — Resident Partners

Although Mr. Vincent does not elaborate to any extent on the several
articles, the foregoing provides a good frame of reference. Note espe
cially the references to Goodwill Shares and Participating Shares, and
to Partners, Participating Associates, and Resident Partners. The fol
lowing remarks of Mr. Vincent may be of special interest:
I have previously referred to partnership shares, goodwill and
participating, and I might add a thought or two here as to what
use we make of those shares in the monthly financial statements.
We have a fixed number of theoretical goodwill shares held only
by partners. Each partner is assigned an equal number of par
ticipating shares as a sort of balancing factor in the absence of any
provision for salaries to partners in our agreement. Our partnership
agreement provides that participating shares may also be assigned
to employees. Each month we compute the earnings per share by
dividing the accumulated net income before any drawings by
partners, by the number of combined goodwill and participating
shares as of the close of that month. The share of each partner
and participating associate in the earnings is determined by multi
plying the shares of each by the computed earnings per share.
This computed share in the earnings is supplemented in the case
of partners by interest on capital investment, which interest has
previously been charged against income. Our monthly earnings
inquiry:
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sheet shows the computed interest of each partner in the earn
ings and the balance of that interest after regular and special
drawings.

The correspondence directly following this also has considerable
relevance to the general question you raise, and we believe you may
find the material helpful.

Inquiry 699
Organization and structure of accounting firms — as affecting
number of tax returns to be filed by partners
“Our firm is required to file state income tax returns in several states
and all of our partners share in the total firm net income. This means
that each partner must file state income tax returns in each state in
which we have net income.
“We believe that there are several methods of minimizing this bur
den of individual partners’ having to file so many state income tax re
turns. We have some information on this subject but would appreciate
the Institute’s assistance, to the extent information is available, on
solutions other firms have found to this problem.”

Our Opinion
The Institute has never developed any information relating to the
question you raise, and a thorough search of the literature dealing
with “management of an accounting practice” and “tax problems of
accounting partnerships” does not reveal any information which would
throw light on your problem. Nor was any specific or systematic ex
pression of opinion forthcoming from three multi-office firms which we
contacted except that one partner volunteered that “you can only
reduce the number of returns to be filed by limiting the number of
partners sharing generally in net income of the whole organization.”
However, we have prepared the following material which we be-
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lieve should provide a helpful frame of reference on the basis of
which you may be able to develop a constructive solution to your
specific situation.
Incidentally, regarding the question whether a partnership may
legally be a partner of another partnership, see p. 460 of A. Lincoln
Lavine’s Modern Business Law (Prentice-Hall, Inc., N.Y., 1954).
[Note: This paragraph is quoted in letter immediately preceding
this.]
Premises

Partnership (as partnership) must file return in any state in which
it is organized and/or in which it does business and from which it
derives income.
Partners (in their individual capacities) must file returns in all states
from which the partnership (of which they are partners) derives in
come.

I.

Assume 40 partners, with 10 offices in 10 states — all offices oper
ated as one partnership and all partners sharing in total firm net
income. It then appears the following tax returns would (may)
have to be filed:
Federal partnership return
1
State partnership returns
10
Federal individual returns
40
State individual returns (assuming all states have
enacted income tax —40 times 10)
400

Total returns filed

451

II. Assume 40 partners, with 10 of such partners having partnership
interests in whole organization; 10 separate partnerships organ
ized in 10 states, each of the separate partnerships having 3 of
the remaining 30 partners. It then appears:
Federal partnership returns
10
State partnership returns
10
Federal individual returns
40
State individual returns (10 partners interested in
whole organization times 10; and 3 partners
filing in each of 10 states)
130

Total returns filed
inquiry:
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(a) A variation of this organizational structure would be one in
which, say, 5 of the 10 “senior” partners each had a partnership
interest in only 2 of the 10 separate partnerships whereas the
other 5 “senior” partners had partnership interests in all 10 sepa
rate partnerships. It then appears:
Federal partnership returns
10
State partnership returns
10
Federal individual returns
40
State individual returns (5 partners interested in
whole organization times 10; 5 partners each
with interest in only 2 of the 10 separate part
nerships, ergo, 5 times 2; and 3 partners filing
in each of 10 states)
90
Total returns filed

150

III. Assume 40 partners in all, and assume further a partnership com
prising 10 “senior” partners which partnership (not the 10 indi
vidual “senior” partners) has a partnership interest in each of
10 separate partnerships in 10 other states, with each of the
partnerships having 3 of the remaining 30 partners. It then ap
pears:
Federal partnership returns
11
State partnership returns
21
Federal individual returns
40
State individual returns (10 “senior” partners hav
ing interests in partnership which derives in
come in state in which organized and also from
its interests in 10 partnerships in 10 states, i.e.,
10 times 11; and 3 partners filing in each of 10
states)
140

Total returns filed

212
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Inquiry 700
Are partnership “requisites” met where sole proprietorship con
templates “junior partner” arrangement?
“I have been engaged in my public accounting practice since 1951.
During this period, I have trained several valuable assistants. One
of them has become certified, and while he has not brought any
clients into the practice, he has assumed many responsibilities.
“I would like to form a partnership and make him a junior partner
using the firm name ‘John Doe and Co.’ I believe this will give clients
more confidence in his ability, thus relieving me of some present
details I perform. It should likewise give him more confidence in his
own ability.
“While I have continually increased his salary, and he is well paid,
I would not care to disclose to him at this time all the financial aspects
of the practice.
“Therefore, until such time as he brings in a substantial amount of
new client business, I would like to form a partnership whereby he
would be paid a salary and bonus only. He would have no interest in
the fixed assets, receivables, or any other assets or net worth of the
partnership. He would have no net worth account since his share
of income would be paid to him in cash in the form of salary and
bonus. He would receive additional compensation for any new clients
he brings into the firm based on a per cent of their fees, and in the
event of dissolution, he would be entitled to take these new clients
for his own. Since he does not share in ‘profits,’ he would not be
asked to share in losses.
“If I pursue this course, may I call this relationship a partnership?
I expect to prepare U.S. Partnership Income Tax Forms 1065, but
do not intend to disclose the figures to my junior partner other than
his salary and bonus. Nor would he have access to the partnership
books of account, nor would I have to account to him in any way.
“I believe that pages 34 and 35, chapter 3, of The CPA Handbook,
indicate that my proposed arrangement is a usual and proper one.
May I have your comments?”

Our Opinion
You inquire whether, if you pursue the arrangement as contem
plated with the “junior partner,” you may properly call the relationinquiry:
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ship a partnership. This is clearly a legal question on which we are not
in a position to express a definitive opinion. However, based on the
discussion at pp. 32-5, chapter 3, of vol. 1, The CPA Handbook
(AICPA, 1952), your contemplated arrangement certainly appears to
conform with most of the salient features of arrangements with junior
partners commonly employed by accounting firms. Our understanding
is that the views expressed in the Handbook are based on information
by survey of actual practice. In this connection, we note that in dis
cussing “Capital Requirements for New Partners,” the following state
ment is made at p. 18 of the Institute’s Economics of Accounting Prac
tice Bulletin No. 7, Selection and Admission of New Partners (1959),
viz.: “In firms with more than one category of partners, the ‘junior’
level is generally on a profit-sharing basis but has no proprietary in
terest.”
Of course, your particular fact situation differs from the fact situ
ation obtaining where most of these non-capital arrangements with
junior partners are employed, in that your practice is a sole proprietor
ship purporting to convert to a partnership by virtue of the arrange
ment, while in most of the other cases, already existing partnerships
enter into these arrangements with junior partners.
For whatever value it may have, we note that the definition of
“partnership” per the Uniform Partnership Act after which most state
statutes are patterned, makes no specific reference to a requirement for
capital contribution; it simply defines partnership as “an association of
two or more persons to carry on as co-owners a business for profit.”
The following passage from the Federal Tax Handbook —1958 (Pren
tice-Hall, Inc., Englewood Cliffs, N.J., p. 302) is also relevant:
The Courts say a partnership exists if there is (1) an associ
ation or joining together of the parties with the intent to join in
the present conduct of a business enterprise, which requires, of
course, express or implied consent to the arrangement by all the
parties who are to be partners; (2) a contribution by each of
property or services; and (3) a community of interest in the
profits.
If an organization has the attributes of a corporation, such as
limited liability, continuity of existence, transferability of owner
ship without consent of the other owners, centralized manage
ment, proprietary interest in profits, etc., it is more likely to be
taxed as a corporation than as a partnership. This is so regardless
of the characterization given the enterprise by state law.

Note particularly the statement above (E.A.P. Bulletin No. 7) that
“the ‘junior’ level is generally on a profit-sharing basis..."Note also
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the reference to the fact that partners are persons carrying on “as
co-owners a business for profit.” (Uniform Partnership Act) And note
further that “The Courts say a partnership exists if there is ... a com
munity of interest in the profits.” (Federal Tax Handbook —1958)
If the foregoing is a fair statement of the law, then your proposed ar
rangement appears to lack one of the principal prerequisites of part
ner status, viz.: a share in profits. We should also observe that, not
infrequently, staff men in accounting firms are paid a salary plus
bonus and would receive additional compensation for bringing a client
to the firm. It is also our understanding that a partner ordinarily has
access to partnership affairs and is entitled to “an accounting.” But
this would be denied to your contemplated “partner.” Your arrange
ment appears to extend the burden without the benefit, i.e., the staff
man would hold himself out as a “partner” with attendant assump
tion of unlimited liability — and the firm would have a new “partner
ship” letterhead.
From the standpoint of the “junior partner” entering into an ar
rangement such as the one outlined, it seems to us a vital aspect re
lates to the question whether, despite a certain amount of disfranchise
ment from ordinary partnership prerogatives or privileges (and re
sponsibilities) as defined by the “partners” inter se, the “junior part
ner” would still have unlimited liability vis-a-vis client and other
third-party claims. The firm, of course, would be holding itself out
as a general partnership. Is this a risk that the junior partner should
be expected to take, or is some indemnification agreement between
the “partners” contemplated?
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Inquiry 701
Discounting prospective installment payments to decedent senior
partner’s estate, based on CPA firm’s expected earnings for five
years succeeding date of death
The following reply was responsive to a telephone inquiry. The es
sential facts of the case may be gleaned from the answer itself.

Our Opinion
As we understand the situation, your firm has lost the leadership
and valuable services of its senior partner, a man who was the prime
mover in developing the firm’s clientele over the years by virtue
of his many business and community contacts. He leaves a firm having
approximately sixty staff men to be carried on principally by nine
partners, one of whom is semi-retired, two of whom are in their early
thirties, and the remainder of whom are in their forties.
Our further understanding is that the partnership agreement stipu
lates that a fixed percentage of the firm’s annual earnings for the five
years succeeding the year of death be paid in five annual in
stallments to the decedent’s estate — the maximum amount of any
installment payment being limited, however, to the amount deter
mined by applying the fixed percentage to the firm’s earnings for the
year during which the senior partner’s death occurred. This being
the case, in appraising assets for estate tax purposes, the executor of
the decedent’s estate is faced with the problem of setting a reasonable
value upon the prospective installment payments. The specific ques
tions, then, which you direct to us are whether other Institute mem
bers have faced similar situations, and, if so, (1) what rate of interest
is deemed proper for use in calculating the present worth or value
of the series of future installment payments, and (2) once the present
worth calculation [based on the selected interest rate and on the
maximum installments payable under the agreement] is made in ac
cordance with customary mathematical procedure, should the re
sultant value be discounted further to provide for the possibility or
probability that the firm’s earnings will dip below those of the base
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year due to the likely loss of clients attendant on the firm’s loss of its
senior partner?
In attempting to get some consensus on the elusive questions you
have posed, we talked with two partners of CPA firms which recently
have lost their respective senior partners. We have also discussed
your questions with a professional actuary employed by a large in
surance company, and with several CPAs on the Institute’s staff.
On the question of the interest rate to be chosen, although we are
not prepared to summarize all the ramifications of our several dis
cussions, there was common agreement that 5 per cent or 6 per cent
compounded annually was not unreasonable and represents a fair
rate for use in computing the present worth of the series of payments
in question. The actuary with whom we discussed this matter stated
that in his day-to-day computations of the present worth of annuities
to be paid during a life expectancy, he used rates of 3 per cent and
sometimes 4 per cent, compounded annually. He was quick to point
out, however, that the situations he was customarily dealing with
were to be distinguished from the situation of the CPA firm which we
had described. His situations, he felt, would be characterized by a
much higher stability of earnings than would prevail in the case of
the professional partnership. One CPA with whom we discussed this
matter mentioned 5 per cent as a “good going-rate” and favored 6 per
cent as a frequently encountered “legal rate.” Another CPA who was
inclined to favor 6 per cent stressed the fact that his firm had the
option of paying back over a three-year period, capital left in the
business, but in so doing, provided for the payment of 6 per cent
on capital retained.
Regarding your question whether the present value of the series
of maximum installments payable, as determined, should be further
discounted to provide for prospective loss of clients and earnings re
sulting from the death of the firm’s senior partner — at this distance
from your particular organizational scene, we can only suggest cer
tain relevant factors which should be considered in justifying such a
discount.
In this connection, the experience of the two firms which recently
lost their senior partners should be cited. A principal of one firm
stated that they had not lost any clients; a principal of the other firm
intimated that their losses of clients were only nominal. The former,
while recognizing the important part played by the decedent partner
in building clientele over the. years, stressed the point that such partinquiry:
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ner had always insisted on keeping all the key people in the organiza
tion before the clientele. Thus, the organization per se, he felt, had
come to have “its own attraction.” The principal of the other firm in
timated that in their case, the senior partner had for several years
prior to his death, increasingly divorced himself from active day-today involvement with clients’ problems; he also emphasized that for
the most part, his firm was regularly rendering clients an auditing and
tax service rather than a highly personalized management-counsellingtype service.
We personally feel that it would be rash, on the basis of the
limited examples mentioned above, to draw the conclusion that your
particular firm will necessarily have the same favorable client-retention
experience. In all this, one must, of course, recognize a “natural re
luctance (of clients) to endure the inconvenience of substituting new
professional advisers for ones already familiar with the business and
with the people who operate it.” [See Small Business Looks at the
CPA (AICPA, 1957) at p. 15.] However, whether a given firm can
predict realistically that it will experience a drop-off in clients trace
able to the death of its senior partner, depends on the facts and his
tory of the particular organizational setup. Thus, to the extent that
facts may be adduced to show that the deceased senior partner pro
vided your firm with singular leadership, that a substantial number
of clients were dependent on his personal advice and counsel and
looked primarily to him for service rather than to the firm, that several
important clients have had little or no direct personal contact with
other principals of the firm, then to that extent, there is a realistic
basis for a further discounting of the present worth of the installment
payments in question.
What has been stated above in no way militates against a further
discounting of the computed present worth to provide for lower pros
pective earnings resulting from other reasonably predictable economic
conditions or factors.1

1 For whatever value or relevance they may have, we cite the following references:
1. See under “The Valuation of Future Interests” at pp. 27-9 of Valuation Problems,
by Montgomery B. Angell (Practising Law Institute, N.Y., revised to Sept., 1957).
2. “Problems of Valuation” [chapter 59 in vol. 10 of Mertens’ Law of Federal In
come Taxation, Zimet Revision (Callaghan and Co., Chicago, 1957)]. This is one
of the most comprehensive annotations of the subject matter which has come to
our attention. See references to rates at pp. 97, 105, 107-08, and 146-51.
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Inquiry 702
Reimbursement of partners for work-in-progress where con
tingent fees involved, upon dissolution of accounting partnership
“I have been asked to arbitrate unresolved issues between two
CPAs upon the breakup of their partnership. Each is continuing in
practice. One of the issues is the division of the work-in-progress
where contingent fees are involved. One CPA takes the position
that all work-in-progress should be valued at 80 per cent of ‘standard,'
a figure that appears satisfactory for regular audit work. The other
feels that special treatment should be accorded to contingent fee work.
I am inclined to agree but have no background in the problem to give
one an informed opinion. There is one specific situation that points
up the problem. The case has reached the stage where a settlement
could be made that would result in a very substantial fee, but it was
felt that it should not be accepted as with further pressure, a higher
settlement could be obtained (which actually occurred six months
later). The CPA taking over this case takes the position that all workin-progress should be valued at 80 per cent of the firm’s ‘standard’
rate. The partnership agreement, for certain reasons, is not con
trolling.”

Our Opinion
Authoritative discussions of valuation of work-in-process in con
nection with dissolution of a CPA partnership are scarce. For what
ever value the material may have, see pp. 56-67 dealing with “Dissolu
tion” in vol. 1, chapter 3 of The CPA Handbook (AICPA, 1952). Note
especially pp. 65-7.
In our opinion, the formulas or procedures discussed in the middle
of p. 66 and top of p. 67 are not too accurately expressed. Building
on what is stated there, however, we believe the following approach
might be an equitable one:
1. Provide for payment of the contingent fee ultimately realized
on an engagement uncompleted at date of dissolution to an escrow
holder, or if impracticable from a client-relation standpoint, stipulate
that the partner who takes over and completes the engagement will
inquiry:
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receive and hold the fee in trust until distribution is made in ac
cordance with the formula set forth hereinafter.
2. Determine the partners’ respective shares as follows:

a. Find the ratio of the standard billing price for the work-inprocess at date of dissolution to the entire standard billing
price of the completed engagement;
b. Determine the final profit on, or net cash value of, the par
ticular engagement, viz., excess of fee ultimately realized over
staff labor* (or staff labor* and general overhead) attribut
able to the engagement;
[ *If partners were on a “Salary-Plus-Profit-Share” method
of remuneration (rather than on a “Straight-Profit-Share”
method), the partners’ time would be costed at salary rates
and included as a part of “staff labor” for the purpose of de
termining the “profit” on the engagement in question. The
partners would then have to be separately reimbursed
for their shares of labor applicable to the engagement.]
c. Apply ratio or percentage determined in “a” to profit on
engagement determined in “b” to arrive at portion of profit
attributable to period prior to date of dissolution;
d. Determine partners’ respective shares of the portion of
profit earned prior to dissolution in accordance with profitand-loss-sharing ratio. It goes without saying the partner
continuing to service the account is entitled to the entire
portion of profit on the engagement attributable to the post
dissolution period.
As we see it, the foregoing attempts to determine essentially on a
“percentage-of-completion” basis, the portion of profit on the entire
contingent fee engagement which is applicable to the pre-dissolution
period, and then to divide such portion of profit in accordance with
the profit-and-loss-sharing ratio, on the assumption that prior to the
time they agreed to disagree, this was the customary way in which
the parties shared profits on all engagements.
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FEES

Inquiry 703
Roundup of opinions regarding proper fee chargeable by CPA
for tax work

Inquiry from Member in Midwestern Area
“Our fee problem, at least to us, goes beyond the very helpful in
formation included in Bulletin No. 3, the AICPA’s Economics of Ac
counting Practice series, the material in which is of real assistance
to us in setting our fees generally.
“However, we would greatly appreciate the aid of fellow members
of the Institute, if that is possible and appropriate in the circumstances.
We shall try to state accurately the facts having a bearing upon the
matter of a proper fee, as follows.

“Late in 1954, a corporation whose income tax returns we have
prepared for many years was examined in the field for the years
1950-1953 inclusive. No changes of consequence were made in tax
able income or in tax except that there was asserted a deficiency
under section 102 of the Internal Revenue Code in the amount of
about $98,000 for the four years, the deficiency for each of the four
years being about one-quarter of the total. Our services to this client
had consisted entirely of the preparation of income tax returns from
financial statements and other data supplied us for tax return pur
poses, and our knowledge of the client’s affairs was limited to that
obtained in the course of income tax work. However, we had re
peatedly warned our client of the possibility, if not the probability,
that the question of the propriety of the accumulation of surplus
which was taking place would arise.
“During the course of the examination, discussions were had with
the examining officer and thereafter with the conferee in the local
office of the District Director, during which the president of the cor
poration, who almost solely had been responsible for its success, ad
vanced, with some participation on our part, reasons for the non
payment of dividends; and we supplied financial data assembled for
the purpose of showing the necessity for the retention of earnings.
As a result, the conferee and the taxpayer agreed orally to a settlement
inquiry:
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of the case upon the basis of no deficiency for the first two of the
four years, and full deficiencies for each of the last two years. Several
days after reaching this agreement, the conferee advised that during
the course of writing his report on the case, he had come to the
conclusion that his decision was wrong and that he, accordingly, was
recommending that the deficiency as originally asserted for each
year be allowed to stand. Upon receipt of the deficiency letter giving
effect to this conclusion, we prepared and filed a protest against the
assessment of the proposed deficiencies. However, for reasons not
important insofar as the matter of our fee is concerned, it was de
cided at this point to pursue the matter no further but to pay the
tax and later to file claims for refund and to bring suit in the Federal
District Court in the event that the claims were rejected. Accordingly,
in June, 1955 ( payment of the deficiencies, together with interest in
the amount of $10,854.88, was made. We had earlier suggested that
the services of an attorney be secured, and we especially advised at
this time that this be done, for we felt that an attorney’s opinion
should be had in connection with the decision to abandon the Tax
Court route, but the client preferred to proceed as in the past without
such services.
“Shortly before the expiration of the two-year period, we prepared
and filed claims for refund for each of the four years. In October, last
year, the claims came before the same revenue agent who had made
the original examinations, and the taxpayer was advised of proposed
rejection of the claims. We reviewed the entire matter, including Tax
Court and Court decisions and discussed it with the president of the
taxpayer and the president’s son pointing out, on the basis of the
law, regulations and decisions, and the particular circumstances of
this case, the kind of evidence necessary to present to obtain favorable
consideration. The president’s son, who had in 1954 returned from
military service and gone into the business, made a study of the tax
payer’s affairs and on the basis of his knowledge thereof, talks with
his father, and the office files and records, and discussions with us,
prepared a statement of the firm’s activities and apparent prospects
for expansion and growth which required accumulation of funds dur
ing the years under discussion. On the basis of this statement, ably pre
sented by the son and his father, and the whole record in the case
including financial statements and graphic presentations by us, a
conference the writer and father and son had with the revenue agent
and the local conferee resulted in an agreement to recommend refund
of the taxes paid for the first two years of the four-year period, and to
reject the claims for the last two years. Accordingly, early this year
the taxpayer received a refund of tax in the amount of $49,246.57,
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together with interest thereon, $9,542.96 and refund of interest pre
viously paid, $10,854.88, or a total of $69,644.41.
“We do not wish to minimize the part played by the son’s state
ment and its effective presentation (without which no refund would
have been secured) in what we regard as a very successful outcome,
but we also feel that our participation and guidance reflecting our
general knowledge of income tax matters and particularly of section
102 obtained through current and past observation and study, played
an important part — we were about to say, without which no refund
could have been secured, but we wish this matter to be considered
without reference to this conclusion of ours. We were paid by the
client for our work in connection with the first examination on a
time basis at our regular moderate rates, some $1,500. At that time
we remarked to the taxpayer’s president that we would have felt
entitled to a much larger fee, had the outcome of the matter been
other than it was. We were told when the later and successful chapter
was opened up with the filing of the refund claims, that the taxpayer
had about concluded to write off the whole matter, and we suggested
that entrance into the case at that point by counsel (which was never
seriously considered) probably would have required a contingent fee
arrangement of considerable proportions. On a time basis only, at
rates we would charge for regular income tax work, our current
fee would not reach $1,000.
“We enclose relevant balance sheets. We would be perfectly willing
to reveal our identity to anyone to whom you may submit this mat
ter except that we wish to avoid any possibility of revealing our client’s
identity.
“We do and shall greatly appreciate the cooperation of the Insti
tute and its members whose consideration is given to our problem.”

INQUIRY:
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Assets

1950

1949

December 31,
1951

$118,568.46 $ 68,003.49
Cash in banks
57,999.15 68,546.07
Advances to producers
Loans receivable
U.S. Government obli
222,160.01 298,327.70
gations
12,779.18
14,654.18
Corporate stocks
Investment in partner
1,366.06
4,821.82
ship
12,619.55 14,037.80
Life insurance
Depreciable assets
18,676.43
14,626.70
(net)
17,300.00
Stumpage
Prepaid production ex
9,362.13
penses
$444,168.84 $509,679.89

2051

1953

1952

$ 17,438.83 $ 41,143.18 $ 72,712.77
227,979.86 99,398.26 96,454.89
31,974.28 45,196.22
12,011.51

298,049.62 447,898.81 497,290.34
31,784.30 31,305.02 36,119.00

7,915.81
15,455.90

6,960.64
16,873.90

6,024.26
18,291.80

33,556.53

29,153.68

23,268.14

25,388.52
200.00
$644,392.36 $704,707.77 $820,745.94

Liabilities
Accounts payable
Notes payable
Capital stock
Earned surplus

Taxable net income
Income taxes paid dur
ing year for prior
year
Dividends paid during
year

673.32 $ 24,608.34 $ 50,473.05
50,000.00
50,000.00 50,000.00 50,000.00 50,000.00 50,000.00
366,696.96 458,178.98 543,719.04 630,099.43 720,272.89
$444,168.84 $509,679.89 $644,392.36 $704,707.77 $820,745.94

$ 27,471.88 $

1,500.91 $

$138,406.52 $143,152.55 $148,912.80 $166,207.99

37,104.42

54,119.09

66,025.81

70,354.08

10,000.00

-0-

-0-

-0-

Letter Addressed by TIS to Four CPA Firms Practising
Same Geographical Region

in

States

in

A member of the Institute practising in a state in your region has
written us concerning a fee problem, with the request that we try to
obtain the opinions thereon of several other Institute members. We
are enclosing a copy of his letter.
It is unusual that we attempt to answer a question of this nature.
However, we would appreciate it if you would assist us on this par
ticular occasion by indicating what you and/or your partners feel
would be an appropriate fee or fee range, or equitable basis for a fee,
in the light of the facts presented.
Your reply, of course, when relayed to our correspondent, will be
kept confidential and anonymous.
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Reply from First CPA Firm
“I have your letter concerning the fee problem of an Institute
member.
“There are one or two points which are not quite clear upon reading
the letter of the member requesting assistance, and they are as fol
lows:
“1. Was the decision not to pursue the matter further at the time
the conferee had advised that the tax would be asserted for the four
years due to the feeling on the part of the accountant as well as the
taxpayer that the case was somewhat hopeless, or was it based on the
feeling that the treatment would be better in the District Court?
“2. It is presumed, though not conclusive from his letter, that the
better decision from the local conferee and the revenue agent was es
sentially the fruit of the work done by the father’s son in background
ing the arguments presented.
“3. Did the accountant feel that obtaining relief for the first two
years was as much as could be hoped for in view of the financial
position of the taxpayer, and did he so recommend?

“One might conclude that had the same arguments been presented
initially, prior to payment of tax, the conferee would not have changed
his mind and recommended assessment for the four years.
“It would appear to me, and two or three others with whom I have
discussed the matter concur, that the accountant did not have a case
which would qualify the fees on a basis comparable to those handled
on a contingent basis. It would seem that the regular fees charged for
tax work with some amount of a percentage override of 15 or 20 per
cent would be proper in this instance. The 15 or 20 per cent surcharge
would be contingent upon the attitude of the client toward the services
of the accountant during the course of handling as evidenced by ex
pressions from them as to their appreciation of ideas and other as
sistance given by the accountant to generate the thinking of the tax
payers from the business standpoint.
“My feeling would be if the fees at regular rates were $3,500, that
an additional 15 or 20 per cent thereon, less the amount already paid
would result in a satisfactory charge for the balance now due.”

inquiry:

703

FEES

2053

Reply from Second CPA Firm
“This is in reply to your letter relative to an appropriate fee which
might be charged for services as outlined in the letter of the Institute
member.
“In income tax cases, our office has generally followed the practice
of computing our charges at the rates for the various individuals
(partners, seniors, etc.) who are involved in the case. In some cases
where we have been successful in substantially reducing the proposed
additional assessment, we have increased our per diem rates, but as
a general rule we do not attempt to base our charges on the tax sav
ings which we might have made for the client.
“As we learned at the annual meeting in Detroit this fall, per diem
rates for services vary between the large and small cities, and it is
therefore difficult to say what a fee should be. As this practitioner
did not state in his letter the rates he used in computing the charges
$1,500 and $1,000 for his services nor did he mention the size of the
city in which he conducts his practice, it is difficult to judge whether
these charges are fair. In most income tax cases involving our regular
clients we have hesitated to render a bill in excess of our regular per
diem rates.
“In reviewing the balance sheets as presented in this practitioner’s
letter, it would appear that he should have been more insistent
that his clients pay dividends in these years in order to avoid the sec
tion 102 penalties. However, there may be very good reasons for not
paying dividends, and it is difficult for us to judge the situation
without knowing all of the circumstances.”

Reply from Third CPA Firm
“With regard to your letter enclosing the inquiry from an Institute
member concerning the fee on a tax case, I can give you the following
information, which may or may not be helpful.
“Our general policy is that we try to operate on a basis of charging
about 50 per cent more per hour for tax work than for other audit
work, etc., especially where we do very little except tax work, as ap
pears to be the situation in the case mentioned. Incidentally, after
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appropriate discussion with the client in advance of undertaking a
tax case about which there might be considerable doubt as to the
outcome, we might feel that it would be appropriate to proceed on
the basis of charging only our regular audit rates if we were unsuc
cessful, and approximately double that if the conclusion was quite
favorable.
“I submitted this question to two of our partners and requested
them to give me their preliminary estimate without consulting other
partners and one of them came up with $2,000, apparently on the
theory that that was approximately double the normal fees of $1,000 on
the second stage of the case which had previously not been billed.
The other partner came up with a suggested fee of $3,500, ap
parently on the theory that the $1,500 of work previously done in con
nection with the unsuccessful hearings was part of the same engage
ment and that since there was finally a very successful outcome, the
entire amount of time on both phases of the work should be doubled,
making a total of $5,000 of which $1,500 had already been collected,
or a remaining balance of $3,500. Incidentally, this total works out
to be something like 10 per cent of the tax saving exclusive of in
terest, which was a factor we would take into consideration in de
termining what we should bill. If this case involved a good repeat
audit client, we would very possibly bill only the normal fee of about
50 per cent over audit rates on a theory that with a continuing client,
using all kinds of services, we should get paid for our time and no
more, regardless of the outcome, and this philosophy is in fine with
that enunciated by the representative of Arthur Young and Co. at the
Detroit annual meeting.
“We try to encourage all our partners to have some discussion of
our proposed method of arriving at a fee in the event of either a suc
cessful or unsuccessful conclusion before entering into substantial tax
controversies, since otherwise it is difficult to tell what a given client
will consider reasonable or unreasonable, and we assume that a client
who thinks that a bill is too high may go around telling other people
about it without their hearing our side of the story. In this case we
would talk the matter over, and if it appeared that all of the work
should be considered as one engagement and there was no conver
sation with the client which would conflict, we would probably bill
$3,500. I might add that our conclusions would undoubtedly have been
different if it had been necessary to enlist the services of an attorney
before the favorable conclusion was achieved.”
inquiry:
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Reply from Fourth CPA Firm
“This is in reply to your letter in which you request my opinion on
the fee problem.
“I find it rather difficult to be completely objective in this matter
for the simple reason that any kind of approach to a client of the
accounting firm having such a problem would depend largely on the
personal relationship with such client. Nevertheless, I am going to ex
press my opinion as follows.
“In the first place, I am going to assume that there was no con
tingent fee agreement in connection with this matter, and further, I
am going to assume that the corporation client continues to make
substantial profits and is, therefore, in the 52 per cent Federal income
tax bracket. I am also going to assume that as the accountant involved
in this matter, I could present a strong case to my client that I did, in
fact, contribute substantially to the success of this matter irrespec
tive of the excellent assistance obtained from the company’s presi
dent and his son. Under these circumstances, I believe I would be in
clined to fix in my mind a firm fee which I think I earned, in this case
somewhere between $5,000 and $10,000. Now, to get specific I am
going to say that I fixed the fee at $7,500, which is the midway point
between the aforementioned range. With this in mind, as well as the
fact that I had previously told the client upon the failure to obtain
a satisfactory settlement in the first instance, that had the case been
decided favorably, quote, “We remarked to the taxpayer’s president
that we would have felt entitled to a much larger fee,” I believe that
I would ask for a conference with the president and possibly the
son if I felt that the son might logically support my position. In this
conference, I would very carefully review the history of the case step
by step, making sure that I impressed them with the important con
tribution that I think I made during the course of the entire settle
ment. At the conclusion of my presentation to the client, I would con
sider one of the two following approaches, depending upon my per
sonal relationship with the client:
“1. I would either indicate that under the circumstances I naturally
feel I was entitled to a reasonable fee in proportion to my contribution
in the case which by then I have forcefully presented to the client.
At the opportune time, I would then have some idea of my client’s
reactions to my presentation so that I might be in a position to ask
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him what he thought my contribution was worth. Maybe the figure
which would be volunteered by my client at this point would be
satisfactory and that would end the entire matter; or —
“2. By reason of the reactions of my client, I might find myself
in a position where it would seem more proper for me to mention the
fee of $7,500, at which point I would be inclined to credit the per diem
charges paid in the original representation of some $1,500 plus the
per diem charge of the second representation of $1,000, leaving an
amount to be paid of $5,000.
“If I thought the client’s voluntary figure under “1” above was too
low, or if I thought I was getting more resistance than I had antici
pated under “2” above, I think at that point I would be tempted to
mention the fact that the actual cost to the company of the specific
fee then being discussed would actually be only approximately 50 per
cent thereof by reason of the 52 per cent tax rate the company is
paying in Federal income taxes. It is quite possible that this type of
approach might be the turning point.
“As you can see, this is my personal view of this matter, and I
cannot state too strongly that my entire position might be changed
on the basis of complete and first-hand knowledge of the type of peo
ple with whom I was dealing. At any rate, I am sure you recognize
from what I have said that, on the basis of the assumptions made, I
certainly believe I would be entitled to a substantially greater fee in
a tax case of this importance where I felt I actually made a major
contribution in connection with arriving at a favorable settlement
than mere per diem rates.”

Inquiry 704
May a CPA, ethically, base his fees on a percentage of client’s
gross sales?
“On a number of occasions, I have had certain problems on finalizing
arrangements for fees with small clients. From discussions, I have
found that a number of small clients, instead of agreeing to pay a fixed
INQUIRY:
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hourly fee, would rather pay a percentage of gross sales, particularly
when in addition to normal accounting services, work of an ad
visory nature is also involved.
“The purpose of this letter is to request that you advise me on the
following:
1. Is the fixing of fees for accounting services based upon a per
centage of gross sales contrary to the Code of Professional Ethics?
2. In general, does the accounting profession view the fixing of fees
based upon a percentage of gross sales with disfavor?”

Our Opinion
As far as we have been able to determine, the Institute’s Committee
on Ethics has never ruled on the precise question in your letter.
However, our personal opinion is that this type of arrangement
runs counter to Article 1.04 of the Institute’s Code of Professional
Ethics which states in part, viz.: “Professional service shall not be
rendered or offered for a fee which shall be contingent upon the
findings or results of such service.” Conceivably the fee under such
an arrangement could be contingent on factors within the account
ant’s control, as well as contingent on economic factors affecting the
client’s operations, i.e., the amount of sales reported would depend
upon whether the cash, accrual, or installment basis of accounting is
employed, and would also depend upon the treatment of sales cutoffs,
and upon the manner of handling miscellaneous sources of revenue
as well as various sales adjustments such as returns, allowances and
discounts.1
Of all the references we have seen discussing the various factors
that should enter into the setting of a fee, none of them indicate that
dollar sales volume is a factor to be taken into consideration in arriving
at the amount of fee to be charged for an engagement.
1 The following references indicate that the only circumstances under which it would
be proper for a CPA to charge a contingent fee is in connection with tax cases:
1. Professional Ethics of Certified Public Accountants, by John L. Carey (AICPA,
1956) pp. 174-81.
2. Bulletin No. 3, The Difficult Art of Setting Fees (in AICPA’s series Economics
of Accounting Practice, 1957) pp. 27-8.
3. “Fees for Services,” by T. D. Williams [chapter 12 in The CPA Handbook
(AICPA, 1952) vol. 1, pp. 11-12].
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Inquiry

705

Inability to collect fee in referral or correspondent engagement
“We will appreciate your advice as to the proper handling of the
following problem. This office was engaged to perform an audit of a
local company owned by a parent company in another state. We were
engaged by a firm of Certified Public Accountants located in the
other state, and believe the work was performed satisfactorily as we
have had no advice to the contrary.
“We have made persistent demands on the accounting firm who
engaged us and they refer us to their client. We have discussed the
matter of our fee with the management of the local company, and
were advised that the home office has paid their fee to the accounting
firm that engaged us, and that they understood that it included an
amount to cover our services.”

Our Opinion
The matter described in your letter does not prima facie involve
any express article of the Institute’s Code of Professional Ethics.
Ordinarily, the Institute’s Committee on Professional Ethics would
deal only with cases involving same. Also, your letter does not indi
cate whether the out-of-state firm or any of its principals is a member
of the AICPA. The Institute, of course, has jurisdiction so-to-speak
only over its membership.
We are not aware whether the “misunderstanding” on the part
of the out-of-state firm respecting what you seem to feel was a bona
fide correspondent relationship between your firms, is contrived or in
good faith. It seems to us as a minimum accommodation, the out-ofstate firm should be willing to inform the client’s home office that its
billing for fees was not intended to cover the fair value of your
services if in fact this was its intent when it made the billing. In view
of what you state in the last paragraph of your letter, we believe you
should bill the client’s home office directly. If the latter replies that
they paid the out-of-state CPA firm a fee intended to cover your
services, then it seems to us since you have no intention of working
for nothing, that you should consult counsel and consider joining the
two parties in a suit to recover the fair value of your services.
inquiry:
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Inquiry 706
Collaboration or joint venture of two CPA firms in serving client
—some thoughts on legal liability
“What is considered the legal liability when a client is served
jointly by two firms: is a CPA’s liability insurance affected at all —
and from a legal point of view, are any restraints of trade involved in
agreements — written or not — with respect to areas of service to be
performed when a referral is made under the terms of such an agree
ment?
“Can you cast any light on this?”

Our Opinion
The questions which you raise are legal questions, and as a matter
of Institute policy, we cannot undertake to express any definitive
opinions on same. Also, as far as we have been able to ascertain, no
legal memoranda dealing with your questions are available in the
AICPA files.
To be as helpful as possible under the circumstances, perhaps we
are permitted to point out certain relevant facts as well as try to
clarify the dimensions of the questions by mentioning several con
siderations that may be involved.
Regarding your very broad question, viz., “What is considered the
legal liability when a client is served jointly by two firms?” perhaps
it should be pointed out initially that, depending on the terms of the
engagement (or engagements), the firms may be liable for any de
fault construed as a departure from professional standards (which is
a complex question in itself),1 either in their separate capacity, jointly,
or jointly and severally. In particular circumstances, the law respecting
“joint tort-feasors,” “indemnity,” or “contribution” may be involved. A
key question may be whether the undertaking and arrangement by
1 See excellent article “Professional Negligence Liability of Public Accountants,” by
C. S. Hawkins (12 Vanderbilt Law Review 797 et seq.).
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and between the firms is properly to be construed as a “joint ven
ture.” That this in itself may be difficult of determination is illustrated
in the article “Joint Ventures Among Lawyers,” by Joseph Taubman,
which appeared in the November, 1957 issue of The Practical Lawyer,
at pp. 78-86. It is of interest to note that this article points out that,
in the age of the “expert” and “specialist,”
The Canons of (Legal) Ethics are virtually silent about joint
forms of practice other than partnership.... The joint venture is
within the purview of Canon 34 since the sharing of a fee is based
upon a division of service or responsibility. But, in this area of
permissible activity, there are few opinions on legal ethics, pre
sumably because there are few inquiries and even fewer infrac
tions.

If this is the case with the legal profession, it is more than likely,
since joint venturing among public accounting firms is in its infancy,
that there is little if any law on the subject in the sense of actual
litigated cases involving accounting practitioners. Incidentally, in the
aforementioned article we would especially commend to your attention
the discussion at pp. 80-1 under the subheading “Nature of Joint Ven
ture” together with the fourth complete paragraph on p. 82, all of
which indicates that the essence of the joint venture agreement among
(practitioners) is a joint proprietary interest in the fee, the test of
joint adventure not necessarily being the degree of connection of each
associate with the client, i.e., whether or not the client “attorns” to
all practitioners involved. In any event, Lavine’s Modern Business
Law (Prentice-Hall, Inc., N.Y., 1954, at p. 918) states that joint ad
venturers “are essentially partners,” and thus “when a client is served
jointly by two firms,” any liability of the latter would frequently be
determined within the context of the rules of partnership law and
mutual agency, and depending on whether the cause of action sounded
in contract, tort, fraud, libel, or crime, within the context of the rules
governing those substantive areas of the law.
Regarding your question, viz., “Is a CPA’s liability insurance af
fected at all?” we have perused public accountants’ professional lia
bility policies written by Firemen’s Fund Indemnity Company, Amer
ican Casualty Company of Reading, Pa., Springfield Fire and Marine
Insurance Company, and Continental Casualty Company. We have
noted several passages in the policies which are quite relevant to your
question. They indicate that the insuring agreements generally cover
inquiry:

706

JOINT VENTURE OF CPA FIRMS

2061

the insured for damages caused by specified defaults of "any account
ing organization acting under contract with the named insured” or
“any owner, partner or employee of another accounting organization
while performing delegated work under contract with the insured.”
Questions would inevitably arise, however. For example, looking
at the Fireman’s Fund policy, we note the language under “1. Cover
age (b),” viz., “except if made or committed by the insured with
affirmative dishonesty or actual intent to deceive or defraud.” (our
emphasis) Now, looking to “III. Definitions (a),” we note that "The
unqualified word ‘insured’ includes the named insured and also any
partner thereof. . . .” Query whether a showing of “affirmative dis
honesty or actual intent to deceive” by a partner of a firm partici
pating in a joint venture would preclude the other participating firm
(i.e., the named insured) from being indemnified on the ground that
the partner of the other firm participating in the joint venture is a
partner pro tern of all partners of the named insured?
Regarding your third question, viz., “From a legal point of view,
are any restraints of trade involved in agreements — written or not —
with respect to areas of service to be performed when a referral is
made under the terms of such an agreement?” Lavine (op. cit. supra)
at p. 576 states that “The term ‘restraint of trade,’ as used in the law,
applies to any interference with free competition.” Another way of
putting your question might be: “When do business arrangements for
united effort constitute lawful cooperation, and when do they become
conspiracies, in restraint of trade?” Personally, we fail to see how re
ferral or joint venture agreements for the performance of professional
services for a particular client would operate so as to be clearly re
strictive or "obstructive of the free flow of commerce” or so as to
“exclude a competitor from benefits monopolistically held.” This is
the usual context in which “restraint of trade” is discussed.
Certainly, in the matter of seeking professional accounting services,
the client is a free agent. Unless he were willing to engage the respec
tive accounting firms, there would be no occasion for their seeking
to collaborate by way of a referral or joint venture agreement.
Certainly, judicial notice would be taken of the high degree of
specialization among practitioners of the recognized professions and
of the common arrangements whereby, say, the medical, legal, and
engineering practitioners collaborate for more effective service.
It should also be noted that practitioners of the recognized profes
sions are proscribed from “competing” in any conventional sense of the
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term — witness the ethical rules re advertising and solicitation of
clients.
Also, once accounting firms are engaged to jointly serve a client, we
are not aware of any legal impediment to their making effective ar
rangements between themselves to accomplish the engagement in the
most expeditious and competent manner, and this would involve
proper delegation of segments of the work and attendant responsi
bilities therefor.
Incidentally, we have just reviewed some correspondence we re
cently had with an Institute member regarding a form of agreement
for a joint venture to be undertaken by two CPA firms to handle the
audit work for one client for a period of years. You may be interested
in the following excerpt from our reply, viz.:
“Apart from provisions concerning the fee billing and sharing ar
rangements, it seems to us the joint venture agreement should define
areas of responsibility if it is contemplated that the staff of one firm
is to handle certain segments of the audit work exclusively and the
staff of the other firm is to handle other segments. Also, it may be
wise to have a provision for arbitration of differences as well as one
which would set forth the authority of certain principals of the firms
undertaking the joint venture and the manner of making decisions
on audit program and procedures and other problems arising in the
course of the engagement. It may also be desirable to include a pro
vision to the effect that the associated firms will reopen the agreement
after they have lived with it for a year for possible renegotiation of
certain provisions and terms. The method and manner of accounting
for the joint venture should also be set forth in the agreement.”
As we reread this correspondence in the light of your present in
quiry, we might well have added the suggestion that the joint ven
turers should give some consideration to the practical and ethical
propriety of providing for indemnification — one firm of the others —
in certain defined contingencies.

See follow-up Inquiry 707.
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Inquiry 707
Can a referring CPA “protect” himself from loss of client by use
of restrictive covenant in referral agreement?
“Regarding my inquiry with respect to legal problems and lia
bility involved in referrals among CPAs,1 I can sympathize with your
problem —a simple stated question (such as I handed to you) in a
few sentences, as though the inquirer thought all you had to do was
dictate a few quick paragraphs and the matter is solved.
“With respect to my inquiry on restraint of trade,’ this is what I
have in mind. Suppose CPA (A) refers a client to CPA (B) under
an agreement which states that (B) can never serve the client ex
cept in the area specified — in other words, an attempt to protect (A)
from a loss of his client. To be sure, the client has the ultimate say
as to whose services he wants and whether he wants the services of
either one of them at all, but could such an agreement be construed
to be illegal? I realize there may be no available answer to this ques
tion, as it may never have been tested.
“I ask the question because my research in this area reveals that a
number of practitioners want some kind of protection before making
a referral — a protection which I am seeking to show is improper
even if it is only in the best interests of the public and the client.”

Our Opinion
You ask whether, in a situation where “CPA (A) refers a client to
CPA (B) under an agreement which states that (B) can never serve
the client except in the area specified — in other words, an attempt to
protect (A) from a loss of his client... such an agreement (could
be) construed to be illegal.” We are not in a position to answer legal
questions; nor are we aware of any test cases, ethical or legal, in
volving the specific fact situation you have in mind. However, the
following few comments may be helpful.
First of all, just in case it may have eluded your attention, we note
that the Institute’s Professional Ethics Code Article 5.02 states that
“A member or associate who receives an engagement for services by

1 See Inquiry 706.
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referral from another member or associate shall not extend his services
beyond the specific engagement without consulting with the referring
member or associate.” It is clear that the foregoing rule, especially as
it becomes better known and generally recognized throughout the
profession, provides a measure of deterrence. The rule will become an
even more effective deterrent when, as, and if it is incorporated into
state statutes or regulations of State Boards of Accountancy. John L.
Carey’s Professional Ethics of Certified Public Accountants (AICPA,
1956) briefly comments on this ethical aspect of referrals, at pp. 15-16.
Regarding the legality or enforceability of the particular type of
agreement mentioned in your letter, we suggest there is a fairly close
analogy between the referral-type situation and the situations in
volving purchase and sale of, or voluntary withdrawal of a partner
from, a professional practice, where enforceability of a non-competi
tion agreement or provision comes up for scrutiny by a court.
In this connection, Lavine’s Modern Business Law (Prentice-Hall,
Inc., N.Y., 1954, at p. 71) cites the Lynch v. Bailey et al. (Touche,
Niven, Bailey & Smart) case, 275 App. Div. 527, affirmed 300 N.Y.
615, viz.:
The articles of copartnership of a firm of accountants pro
vided that any partner who voluntarily withdrew from the firm
would not practice accountancy within four years thereafter, and
within 100 miles of any city in which the firm had an office. The
court held this covenant void and ineffective; that it would in
effect prevent plaintiff from practicing on a national scale; and that
its true purpose was to prevent voluntary withdrawals from the
firm.

Lavine states (at p. 70) that in determining whether the promise
exacted in an agreement imposes an unreasonable restraint of trade
(or upon professional practice), the court uses the tests of reasonable
ness, viz.:
... The basic test of reasonableness is whether the restraint is
necessary to protect the purchase. The courts in applying this test
have tended to hold that where the restraint is unlimited as to
time and space, or even as to space alone, the restraint is un
reasonable.

The foregoing criterion might be used by a court when considering a
referral situation. If the words contained in your letter, viz., “can
never serve the client except in the area specified” were actually used
inquiry:
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in an agreement, query whether a court in a specific fact situation,
would regard them as extreme, ergo, unreasonable? One might seri
ously consider using the same verbiage as appears in Code Article
5.02 in such a referral agreement, viz.: “B promises and avers that his
firm will not extend its services to Client C beyond this specific en
gagement without first consulting with referring Firm A.”
Apart from an action sounding in contract, or in the absence of a
provision in a referral agreement seeking to restrain the scope of ser
vices which a referred CPA may render a client of the referring CPA,
we suggest that in certain factual circumstances, a CPA going beyond
the bounds of professional propriety once he had access to another
CPA’s client, might find himself in court as defendant in an action
charging him with so-called “disparagement” or defamation, or with
tortious or wrongful interference with contract. You can well imagine
the courses of conduct which might lead to this type of legal involve
ment, mainly a case where an unethical CPA took it upon himself to
disparage the character or competence of another CPA before the
latter’s client.

Inquiry 708
Joint audit undertaken in connection with sale and purchase of
business
“This is to ask your advice and opinion for my guidance concern
ing a joint professional venture upon which I am about to enter,
described as follows:
“I have a client who is about to make a contract by which he will
acquire a controlling interest, 80 per cent or more of the stock, of a
corporation in a distant city. My client requests me to undertake to
prepare an audited report jointly with the CPAs located in that city
who have been auditing the company annually in the past. The plan
is for that CPA firm and its staff to actually do the work involved, and
I will limit myself to having a part in outlining the audit program and
supervising and reviewing the work to the extent that I think justified,
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in cooperation with the resident CPA firm which is being engaged
and paid by the sellers. The results shown in this report are to be the
basis for determining the price per share that my client, the buyer,
is to pay for the stock. The verification and valuation of a very large
merchandise inventory, one of the principal assets involved, is the
most critical procedure to be undertaken.
“I should like you to comment and advise me as to:

"1. Would this sort of arrangement be in accord with Article 2.01
of the Code of Professional Ethics and not violate any of the others?
"2. In order to avoid submitting two reports, presuming I am in
substantial agreement with the results and disclosures shown in the
report, can I submit an opinion with the report? If so, what would
be the most appropriate form in which to do that?”

Our Opinion
In our opinion, the contemplated arrangement for a joint audit, or
for undertaking joint audit responsibilities as described in your letter,
would not be violative of Article 2.01 of the Institute’s Code of Pro
fessional Ethics. As stated at p. 206 of John L. Carey’s Professional
Ethics of Certified Public Accountants (AICPA, 1956):
There is nothing in the Rules of Professional Conduct... to pro
hibit (two certified public accountants) from assisting each other
in the conduct of engagements from time to time. Such arrange
ments, however, should be specific, and a matter of record. Each
CPA should be compensated by the other for whatever time he
might spend in assisting the other.

Incidentally, where there is joint participation in an audit, we do not
believe that there is any one prescribed method of compensation. Al
though the source, method, or manner of compensation should be
reduced to a definite understanding between the interested parties, the
two professionals could jointly participate whether a customary referral
situation is involved (i.e., single fee source with fee to be shared by
practitioners on the basis of relative or respective professional services
rendered) or whether the situation is as we assume it to be in your
case (i.e., dual fee source with one party to negotiations paying you
your fee, and the other party to the negotiations paying the CPA
associated with you on the audit, his fee). We refer you to Opinion
inquiry:
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No. 6 of the Institute’s Committee on Professional Ethics which indi
cates the propriety of joint services by individuals or firms engaged
in the public practice of accounting.1
Regarding your second specific question, we quite agree that the
submission of two separate audit reports should be avoided so long
as you and the other CPAs have successfully collaborated on the audit
and have mutually agreed on the audit findings and nature of report
to be rendered. Also, rather than have two audit reports or opinions
bound with the same financial statements, we would be inclined to
have one report or opinion on plain paper, jointly subscribed with the
collaborating firms’ names. The scope paragraph of the standard
short-form of report might well be changed to read: “We, the under
signed, have examined....”

AUDIT REPORTS — ERRORS IN, MISUSE OF, AND
SIGNING OF

Inquiry 709

Procedures where material error discovered after delivery and
mailing of audit reports
“The problem is what to do after a certified audit report has been
mailed to the client, when the accountant discovers that an $8300 ac
count payable, being a material amount in this case, was excluded* 1 2 3 4 5 6 *
1 We believe the following references may also be helpful and of interest:
1. “Ethics of Correspondent Engagements and Referrals,” by J. R. Ring (AICPA
Annual Meeting Papers, 1960).
2. “Correspondent Engagements — An Untapped Source of Opportunity for CPAs,”
by E. C. Leonard, Jr. (AICPA Annual Meeting Papers, 1960).
3. “Correspondent Audits” (survey results at p. 16 of June, 1959 issue of The Jour
nal of Accountancy).
4. “The Audit of a Nationwide Company by Local Firms,” by A. H. Puder (in The
Journal of Accountancy for Dec., 1960, at pp. 53-6).
5. “Professional Responsibilities in Referral Fees,” by C. Lawrence (in The Journal
of Accountancy for Sept., 1958, at pp. 56-60).
6. “Referrals,” by A. M. Sargent (in The Journal of Accountancy for July, 1963,
at pp. 40-5).
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from the audit report. After taking the tax effect into consideration,
the net effect is a $5590 increase in current liabilities and $5590 de
crease in net income and earned surplus.
“Copies of the auditor’s report were delivered to all directors of
the Company and to a bank. A balance sheet and a condensed state
ment of income and surplus were mailed to some 200 stockholders and
several creditors. The question is: Should the accountant deliver cor
rected copies to all of the above parties concerned, or would it be
sufficient to deliver corrected copies to the directors and the bank
only?
“The accountant did receive from an officer of the Company a
certificate stating that all known liabilities were recorded or ac
crued on the records.”

Our Opinion
As you doubtless realize, there is no required standard procedure
to deal with situations such as you outline in your letter. The im
portant thing, it seems to us, is a showing of good faith by notifying
those who have received the erroneous information or reports as
promptly as possible. The ideal procedure, if not prohibitively expen
sive and otherwise feasible, is to retrieve all reports and statements
previously issued and replace them with the corrected material.
In your specific case, apparently it is practicable to retrieve the
erroneous copies of the auditor’s report from the directors and the
bank and the erroneous copies of the balance sheet and condensed
statement of income and surplus from the several creditors involved.
A brief covering letter factually stating the nature of the error and
requesting return of the previously furnished auditor’s report or
statements as the case may be, should be sent to the aforementioned
parties accompanied by a copy of the corrected report or statements.
In the case of the 200 stockholders, we believe copies of the corrected
statements should be sent together with a letter factually notifying
them of the error and requesting them to destroy the statements pre
viously furnished.
By “factual” statement or notification of the error, we have in mind
a statement merely to the effect that the report (or statements) pre
viously furnished contains an error (omission of an account payable
in the amount of $8300) which has been rectified in the enclosed corinquiry:
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rected report (or statements). In other words, we do not believe any
attempt should be made, at least at this juncture, to attribute fault
or assign responsibility for the error.
In lieu of sending the stockholders a new set of statements as
recommended above, three-columned condensed statements setting
forth changes, together with brief explanatory covering letter, might
be sent. The three columns could be headed up “Summarized Figures
Based on Previously Rendered Statements,” “Corrected Summarized
Figures,” and “Changes — Increase or (Decrease).” The only changes
reflected in the latter column would be in the “Current Liabilities,”
“Earned Surplus,” “Costs and Other Charges,” “Provision for Income
Taxes,” and “Net Income” items.

Inquiry 710
Client’s misuse of CPA’s letterhead and signature, and tampering
with his report
“The problem lies in the area of client relations, and my responsi
bility as a CPA to third — or other interested — parties.
“I am enclosing herewith a copy of the 1960 Annual Report pub
lished and distributed by........... Industries, Inc., such company being
the subject client. This report is rendered with reference only to
‘consolidated’ financial statements, with a purported certificate from
me which suggests a certification of the particular statements pre
sented. I was not consulted as to the format or content of such report.
Because of the fact that the company management segregated ex
penses not satisfactorily substantiated to the extent of $86,000, to
be shown as non-recurrent charge applied directly against retained
earnings, and were reluctant to indicate other charges, I did not pre
sent the company with either a formal report, or certification of con
solidated financial statements. I did, however, conduct an audit of the
parent company, and rendered a report thereon, together with ap
plicable footnotes, presenting investments in subsidiaries at cost.
“The scope and opinion paragraphs, as stated in the published
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certificate, are identical with my certificate rendered on the audit of
the parent company. The final paragraph was inserted by the com
pany and was never a part of any opinion signed by me. The inserted
material reads as follows:
Consolidated statements are presented, using as a basis, finan
cial statements of the parent and subsidiary companies, each hav
ing been audited and duly certified by Certified Public Account
ants. Copies of such certified statements are on file with manage
ment.

“While it is possible that the management of........... Industries, Inc.,
may not have fully understood the implications of their act, I am
nevertheless placed in a vulnerable position as a result of such act,
especially if any third party should ever raise a question on sub
stantiation of the figures presented.
“It would be helpful if I could be advised as to just what steps if
any, should be taken in this matter. It occurred to me that there may
have been precedents in matters such as this that would be helpful
in the circumstances.
“Subsidiaries known as............... & Company,................. Supply Cor
poration, and............... Works, Inc., were audited by other Certified
Public Accountants. Considering that I must rely on the reports of
other CPAs in the presentation of consolidated statements, any devi
ation from those reports, such as the changes made by management,
made it mandatory for me to withhold certification of the consolidated
statements.
“You will note that the company’s report was dated March 31,
1961, but I had not seen it before today, and only then because I re
quested a copy for my files.”

Our Opinion
It almost goes without saying the client’s tampering with, and mis
use of, your report is highly unethical. If not actionable at law (1) on
the tortious ground of fraud or deceit prior to your being able to show
actual damages, or (2) as an infringement or unauthorized use of a
so-called “service mark” [title or designation identifying and distin
guishing the services of one person], or (3) on the ground that it
comes within the purview of section 20-285 of the Connecticut ac
countancy law (which section deals with restrictions on use of the
inquiry:
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title “CPA”) — nevertheless, there is also the possibility that it would
be actionable under certain provisions of the Connecticut penal code
relating to forgery or the issuance of false financial statements. We
mention the foregoing primarily to clarify the implications of the
client’s conduct in this matter.
Our assumption, however, is that you would naturally want to re
tain the client, but certainly not at the cost of impairing your own
professional self-respect and integrity. It seems to us that silence on
your part at this juncture would be tantamount to condonation, would
tend to encourage the same course of conduct by the client in the
future, and might ultimately in certain circumstances lead to your
own legal jeopardy and involvement.
If it were at all practicable for the client to recall the reports
(ordinarily, this would be the case only if a relatively few altered
reports had been circulated), or if it were not wholly unrealistic under
the circumstances to expect the client to make a clean breast of what
they have done by appropriate follow-up notice to recipients of the
report, then we would suggest that the client be urged to carry out
such measures.
However, under the circumstances as we judge them to be, as a
minimum, we believe you should firmly and unequivocally rebuke
the client in writing for their misuse of your report, letterhead, name,
and professional designation, and admonish them that you cannot
suffer your professional reputation to be jeopardized by a repetition
of such conduct. We believe if you do this, not only will you induce
the client’s respect, but also you will “make a record” or “make evi
dence” as to where you stand in the matter which may be relevant
and useful in the future.
The two exchanges of correspondence which directly follow discuss
somewhat similar matters.
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Inquiry
Client’s excision from CPA’s report of reference to contingent
liability
“During January, 1959, we completed an audit on a small Personal
Loan Company and issued a long-form opinion report. Within this
report, which was some twelve pages long, was one-half page devoted
to an activity of the corporation whereby the corporation was re
financing a portion of their paper with another brokerage firm. This
refinancing had been going on prior to the incorporation of the firm
being audited, and we felt that there was the possibility of an unknown
contingent liability of the president of this firm which might also
be a corporate contingent liability. Upon confirmation, we received
a letter stating that any liability would be held against the president
and none against the corporation.
“The above facts were included in our report. This original report
was shown several creditors, bankers, and stockholders during the
following months. However, in April, 1959, several hundred copies of
our report were printed, and this particular paragraph was omitted.
The printed report was given along with other materials to prospective
stock subscribers. According to the president, the paragraph ‘merely
confused the subscriber and involved additional questions that weren’t
important,’ and he thus did omit it.
“I would like to know just what the Institute thinks of the omission
of any part of a report. I have reprimanded him and asked that it
never happen again. Should any further action be taken by me?”

Our Opinion
Under the circumstances outlined in your letter, your indignation
at the conduct of your client is quite understandable.
In a situation where a client tampers with your work product either
by adding or omitting material without your knowledge, consent, or
acquiescence before or after the fact, we find it hard to believe a
court would hold you liable for tortious conduct. Once your report
is placed in the hands of a client, the uses to which it is put are pretty
much beyond your control.
What makes the present situation so uncomfortable, of course, is
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that you are faced with an accomplished fact of which you now have
notice.
Obviously, professional responsibility and possible legal liability
are involved here.
The best solution, it seems to us, is to obtain an opinion from coun
sel whether, upon obtaining notice of omission of the paragraph
from your report, you have gone far enough in merely reprimanding,
and registering your objection with, the client. Another way of putting
the question might be: Having had notice, may the independent ac
countant be held liable as an accessory to any misrepresentation aris
ing out of the omission on the grounds of condonation? As a mini
mum, it would seem in cases of this kind that the independent ac
countant should insist in writing that the client notify all parties to
whom the reports were delivered that the omitted paragraph should
be considered an integral part of the report.
Because of the letter which you received to the effect that the client
corporation had no contingent liability, there is some question in our
mind as to the advisability in the first instance of including any
reference to the matter in your report. Of course, the letter which
you received upon confirmation may have been stating nothing but
a present intention on the part of the correspondent with respect to
any future legal action or an unfounded “legal conclusion.” All this
is “water over the dam,” however.
Accordingly, as a practical matter, and in lieu of the minimum
procedure indicated above, i.e., insisting that the prospective stock
subscribers be given notice of the omission, we suggest the following.
You might contact the client’s counsel, inform him of your position
in this matter, and request him to obtain a release from the brokerage
firm which sent the original letter “stating that any liability would
be held against the president and none against the corporation.” If a
release can be obtained, it helps everybody. It eliminates any cause of
legal action based on the omitted information by a stock subscriber
who acted in reliance on the report which he received; it eliminates
the need for your client’s counsel to consider the question of con
tingent liability; the corporation is then certain as to where it stands;
and you are put in a very good light because you insisted on ob
taining the release to protect the stock subscribers.
One final comment: For the future, you might well consider the
use of restrictive terminology on your stationery similar to the ex-
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amples set forth at p. 27 of the Institute’s publication Long-Form Re
port Practice (1953). In this connection, it should be pointed out such
restrictive terminology probably does not foreclose possible future
liability of the accountant. The chief value of restrictive terminology
placed on the accountant’s stationery seems to be its deterrent effect.

Inquiry
A. CPA’s procedure upon issuance of revised report
B. Client’s circulation of financial statement without the CPA’s
report or opinion thereon
“We have two related questions concerning which we would like
to know whether the profession has taken any definite position:
“1. When a CPA has issued a report, and later revises it, either
because of finding that some of the information was erroneous or
because he is later employed to make a more complete examination:

a. Should he make an attempt to see that all copies of the re
port previously issued are recalled by the client and re
turned to the CPA and/or
b. Should he include a sheet in the revised report explaining
that it is a revised report and what the differences are?
Also, would the answer to this last question depend on whether or not
he was able to obtain the return of all the original reports?
“2. If a CPA has issued a report, giving an unqualified opinion, and
later it comes to his attention that one of the clients has copied the
balance sheet and circulated it to some extent, without the Account
ant’s Opinion, but with a note on the bottom of the statement that
‘this statement has been audited by John J. Doe and Company, CPAs’
or some such notation, does the CPA have any duty to do anything
about this or not? Also, would the answer be any different if there
were or were not explanatory footnotes in addition to the unqualified
opinion in the accountant’s own report, but which footnotes were not
appended to the statements circulated by the client?
INQUIRY:
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“We have found some published articles fairly close to these points,
but nothing authoritative that seemed to cover them exactly. Any in
formation you can furnish us will be greatly appreciated.”

Our Opinion
1. Regarding your first question, the only reference to issuance of
revised reports in any of the Institute’s official publications as far as
we know is in par’s 26-8 of Statements on Auditing Procedure No. 25,
Events Subsequent to the Date of Financial Statements (1954).* You
will also be interested in the item entitled “Propriety and Circum
stances of Issuing a ‘Revised Report’ ” which appeared in Carman G.
Blough’s column at p. 76 of the July, 1956 issue of The Journal of
Accountancy.
Where a revised report incorporating changes in originally sub
mitted financial data is to be issued, we think the independent ac
countant should make an effort to have the client recall and return
all copies of the previously issued report. In some cases this may be
feasible; in many cases, of course, it is not.
In any instance where the CPA is unable to obtain all copies of the
original report, the revised report should be clearly headed up as
such, and the nature and effect of the changes incorporated in the
revised report and statements should be disclosed in some manner
(footnotes, comments, or by inclusion of a separate sheet as you
suggest).
In a case where it is not considered feasible to try to recall all
copies of the original report, perhaps the next best thing to do is to
see to it that those who received copies of the original report are
furnished with copies of the revised report or at least advised of
the existence of a revised report which they may obtain upon request.
2. None of the Institute’s official bulletins or statements has taken
a position on your second question. Apparently, however, a few firms
have printed a restriction or a “caveat” on their stationery designed
to prevent misuse of the contents of their reports. Examples of the
language employed in at least three cases appear at p. 27 of LongForm Report Practice (AICPA, 1953).
* Cf. S.A.P. No. 33 (AICPA, 1963) at p. 83.
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Personally, we feel that the report or opinion of the independent
accountant should accompany the statements whenever they are
circulated by the client with third parties. Except for the fact that a
balance sheet only was circulated [some accountants apparently feel
that financial position has no meaning unless the balance sheet is ac
companied by income and surplus statements (see Montgomery's
Auditing, Ronald Press Co., N.Y., 7th ed., pp. 87-8)], the case
described in the first sentence under “2” of your letter appears to be
an innocent enough infraction by the client since the statement actually
circulated was not modified and an unqualified opinion thereon had
been given. Be that as it may, in a case where the accountant has
deemed it necessary to comment on particular items or practices or to
qualify his report in certain respects and yet the client has omitted
the CPA’s report or opinion in submitting the statements to a third
party without the prior approval of the accountant, while at the same
time calling attention to the fact that a named firm of CPAs has aud
ited such statements, we think the accountant should firmly make his
objections known to the client; also, the accountant should register
his disapproval with the client in any case where statements with
unauthorized reclassifications of data or with modified or omitted foot
notes are submitted to a third party accompanied by the accountant’s
opinion.
As a matter of firm policy, we think the accountant should have an
understanding with the client that the latter submit the material for
prior review by the accountant in any cases where financial state
ments or excerpts and comments taken from the accountant’s report,
but not the watermarked report itself, are intended for circulation
to third parties. If engagement memoranda or letters of contract are
customarily used by a firm, such an understanding as to prior right
of approval might well be incorporated therein.
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Inquiry 711
Signing of audit reports
“Does the American Institute or any of the State Societies have a
definite policy regarding the signature on an accounting report? By
signature we mean: if a firm is composed of all CPA partners, may the
firm delegate to its employee-office manager, who is not a Certified
Public Accountant, the task of signing the audit reports for the part
nership?
“If the employee-office manager is a CPA, would this result in a
different answer to the above? Further, if the employee-office man
ager is a registered public accountant would the stand of the Amer
ican Institute differ?”

Our Opinion
The Institute has no policy regarding procedure to be followed in
executing a member’s signature on an audit report. Article 4.01 of the
AICPA’s Code of Professional Ethics cites the circumstances under
which a firm may designate itself as “Members of the American In
stitute of Certified Public Accountants.” Articles 1.01 and 2.01-.04 are
substantive rules relating to the circumstances under which a CPA
member may properly, i.e., conscientiously, express an opinion on
financial statements, and the responsibilities assumed by the CPA
member when lending his name to an audit report.
Our own personal opinion on the specific question which you raise
is that a firm may give formal power of attorney or informally dele
gate to any employee the ministerial task of signing the firm name to
reports. Furthermore, it seems to us for its own organizational or
practical administrative purposes, a firm is free to develop procedures
for reviewing reports and to delegate to any individual the task of
executing the firm’s signature and releasing reports, but in so doing,
we believe the firm acts “at its peril,” i.e., the basic responsibilities
both ethical and legal in connection with a report to which the firm
lends its name continue to lodge with the principals or partners.

The following three replies to Institute members dealing with the
question of manner and mode of signing the CPA’s audit report and
the meaning of a signature, may be helpful. (Inquiries are omitted.)
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Reply 1
After a perusal of the tabulation of practices employed in the sign
ing of long-form audit reports appearing at p. 27 of the booklet LongForm Report Practice (AICPA, 1953), we would be inclined to draw
a different conclusion from that which you draw in the first para
graph of your letter. The fact that 36 of 52 reports (or about 69 per
cent thereof) contained manual signatures of the firm or individual
practitioner’s name [with “Certified Public Accountant(s)” added in
20 of the cases] indicates a relatively high consistency of practice,
we feel. Possibly the reason why 16 of the 36 firms did not add “Cer
tified Public Accountant(s)” after their firm name is either that all
partners in the firm are not CPAs or that it is already indicated in the
letterhead and report binder that the firm is a firm of CPAs.
For reasons which you will readily understand, we are not in a
position to give you a legal opinion on the legal effect of signing a
report in a particular manner or on any legal requirements regarding
the signing of financial reports or the CPA’s report.
As far as we know, the New York Education Law and regulations
of the State Board of Accountancy cover only the question of circum
stances in which an independent accountant or firm of accountants is
entitled to use the designation “Certified Public Accountant(s)” in
conjunction with the certification of financial statements or a letter
head to be circulated within the state.
In defining “signature” the Encyclopedic Law Dictionary (Callaghan
& Co., Chicago, 1940 at p. 1031) states the following:
By signature is understood the act of putting down a man’s
name at the end of an instrument, to adopt its statements, or attest
its validity. The name thus written is also called a “signature.” It
must be the actual writing of the name, or the doing of some act
intended by the person to be equivalent to the actual signature
of the name....
It is not necessary that a party should write his name himself,
to constitute a signature; nor is it necessary that it be written as
distinguished from signing by mark, by print, by stamp, or by the
hand of another... or another may, with the signer’s consent,
guide his hand....
A mark is sufficient even though the party is able to write...
and a printed name, if ratified and adopted, will suffice. (citations
omitted)
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In defining “ratification,” the same reference (at p. 931) states in
part:
An agreement to adopt an act performed by another for us
(and) ... the confirmation of the authorized act of another where
such confirmation is required by a principal.

The foregoing is quoted since it clarifies the function or purpose of
a signature to a document and indicates the latitude that is tolerated
in the mode of signing. This helps to focus the problem.
Answering your specific questions:
1. The Institute has never made any official statement on this
point. Our own personal opinion is that if a long-form report is signed
by an individual CPA, he should sign either as “Partner” or “Prin
cipal.” This clearly indicates that a person with power to do so has
exercised his responsibility in binding the firm. If “For” is used, it is
not clear that the individual signing has the authority to bind the
firm. “Member of the Firm” we do not like because it is somewhat
ambiguous; although its usual connotation is “Partner” or “Principal,”
we also speak of “staff members of the firm.”
2. Although we dislike generalizing to the extent of covering “any
and all” cases, we believe that practice as evidenced by the longform report practice booklet and Accounting Trends, etc., as well as
the authoritative statement from Montgomery's Auditing (Ronald
Press Co., N.Y., 1949, at p. 61) which follows, support signing the
report with the firm name only, viz.:

Signature of Report. — The usual practice of accounting firms
is to sign their reports with the firm name without reference to the
particular partner in charge. Occasionally a governmental com
mission or bureau requires, in addition to the firm name, the signa
ture of an individual member of the firm. The auditor should ob
serve these requirements when the occasion arises.
3. The Institute has not made any recommendations on this mat
ter. You will note that in the five specimen long-form reports in
cluded in the long-form report practice booklet, the signature appeared
after the opinion and all comments but before the statements and
exhibits in three cases, and after the opinion but prior to comments,
statements, and exhibits in two cases.
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For whatever value it may have, our own personal view is that
the scope and opinion language should appear in a first section of the
report immediately followed by firm signature and the statements be
ing certified; comments together with detailed schedules, exhibits,
etc., should follow in a second section of the long-form report. We are
inclined to feel this might give some measure of protection to the firm
since in the first section, the signature is being appended to an opinion,
while in the second section containing comments which are frequently
in the form of statements of fact, no signature is appended.1

Reply 2
The Institute has never recommended any particular form or style
of signing audit reports. We think that signing the multilith master
used to reproduce the reports makes good sense from a practical
1 Although, strictly speaking, we are here discussing placement of the CPA’s signature
in a long-form report, it is pertinent to emphasize the position taken at pp. 84-5 in
Statements on Auditing Procedure No. 33 (AICPA, 1963) respecting the auditor’s
opinion and supplementary data contained in a long-form report, viz.:

“2. The requirement of the fourth reporting standard that . . the report should con
tain a clear-cut indication of the character of the auditor’s examination, if any,
and the degree of responsibility he is taking’ is applicable to both short-form and
long-form reports. The language of the short-form report is generally used in longform reports. Accordingly, because the usual short-form report covers only the
basic financial statements the auditor should clearly establish his position regarding
the other data in the long-form report. This may be accomplished, for example,
by an explanation that:

a. his examination has been made primarily for the purpose of formulating an
opinion on the basic financial statements, taken as a whole, and
b. the other data included in the report, although not considered necessary for
a fair presentation of the financial position and results of operations (whether
or not cross-referenced in the basic financial statements), are presented for
supplementary analysis purposes, and either (1) that they have been subjected
to the audit procedures applied in the examination of the basic financial state
ments and are, in his opinion, fairly stated in all material respects in relation
to the basic financial statements, taken as a whole, or (2) that they have not
been subjected to the audit procedures applied in the examination of the basic
financial statements, stating the source of the information and the extent of
his examination and responsibility assumed, if any.

“3. If the other data are presented as a separate section of the long-form report, the
above explanation may appropriately appear as a preface to it. Regardless of the
method of reporting, it is of prime importance to maintain a clear-cut distinction
between the management’s representations and the auditor’s representations. (our
emphasis).
INQUIRY:
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timesaving standpoint, and we see no ethical violation of any kind. As
a matter of fact, we know of one large national firm of CPAs which
signs the firm name to the multilith master for the great majority of
its reports of practically all types. We understand, of course, that many
government agencies insist on a manual signature to reports filed,
the SEC being a case in point. One objection some firms may have
to using a handwritten facsimile on their reports is that the “person
alized” touch is thereby sacrificed. We would not give this consider
ation much weight. Good client relations, we believe, depend on fac
tors much more fundamental.

Reply 3
The Institute has never officially recommended any particular mode
or style of signing the CPA’s certificate or report. However, the Insti
tute’s publication Accounting Trends and Techniques (1964 survey)
indicates in “Table 14: Auditors’ Signature on Report” at p. 278 that
the form of signature used in 345 of 600 instances examined was the
“Firm name — printed or typed.” In 246 out of the 600 cases, the
form of signature used was “Firm name — handwritten facsimile.”
There were 8 cases of “Firm name —printed and handwritten fac
simile.” There was no case where the “Firm and individual auditors’
names — printed or typed” was used; and there was only one case in
which “Individual auditors’ names — printed or typed” was used.
Incidentally, Table 14 discloses a continuing increase in the use of
a handwritten facsimile of the firm name and a corresponding de
crease or trend away from use of a printed or typewritten firm name.
Frankly, we personally rather like the form of signature which you
propose to us (i.e., firm name followed by individual partner’s name);
although, based on the above-cited figures, one can readily conclude
that it is infrequently employed in practice, at least, in connection
with reports on listed companies.

Follow-Up to Reply 3
Upon reviewing our letter to you of yesterday, we have come to
the conclusion that we may have misled you by the way in which
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we cited the statistics from Accounting Trends and Techniques. Since
all of the information contained in that study comes from printed
corporate reports to stockholders, the way in which the signatures of
the auditors appear is no indication as to whether they were signed
manually or not.
The pertinent information we wanted to emphasize from the
Trends and Techniques study is that out of 600 companies, 599 of
the auditors’ certificates were shown as having been signed by the
firm name only.
We also should have added that we are disposed to question your
statement that the signature of the partnership without the name of
a partner is not adequate for legal documents. Our impression is
that most of the large and medium-sized firms use only the manual
signature of the firm name without the name of the signing partner.

Finale to Reply 3
Regarding your statement, “I am rather interested that you first
approved of my form of signature and later question it” — we agree
with you that we stated our personal approval of your form of sig
nature; however, we disagree that at any point we questioned the
form of signature you use or propose to use. The reasons we are in
clined to like your mode of signing is that it “personalizes” the signa
ture on the report and also makes it crystal clear that a principal is
authorizing the firm’s assumption of responsibility for its opinion.
However, as we emphasized in our last letter, we believe manual sig
nature of the firm name only is used in practice by a preponderance
of the large and medium-sized public accounting firms.
What we did question in our second letter was your statement that
the signature of the partnership without the name of a partner is not
adequate for legal documents or purposes. In this connection, the fol
lowing sections of the New York Partnership Law are noteworthy:
Sec. 12: Any estate in real property may be acquired in the
partnership name. Title so acquired can be conveyed only in the
partnership name.
Sec. 20: Partner agent of partnership as to partnership busi
ness. — 1. Every partner is an agent of the partnership for the pur
pose of its business, and the act of every partner, including the exeinquiry:
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cution in the partnership name of any instrument, for apparently
carrying on in the usual way the business of the partnership of
which he is a member hinds the partnership, unless the partner so
acting has in fact no authority to act for the partnership in the
particular matter, and the person with whom he is dealing has
knowledge of the fact that he has no such authority. (emphasis
ours)
We believe it is rather generally understood that in some legal
circumstances, the manner of signing an instrument or document may
be very important, e.g., a trustee or agent may be required to sign as
trustee or as agent in order to effectively execute a writing or avoid
being personally charged with an obligation; or an endorsement may
be required to be made in a specific manner in order to effectively
negotiate an instrument or to negotiate it in a particular way; or cor
porate by-laws or articles of co-partnership may require co-signature
or counter-signature by specified officers or principals in connection
with documents evidencing particular types of business undertakings;
or the standard printed forms employed by banks which must be
adopted by those intending to keep accounts therewith, may require
a particular mode of signing certain documents; again, by statute we
understand, a will must be signed in a particular manner in order that
it be given legal effect, and certain other writings must be signed “by
the person or party sought to be charged” before a court will enter
tain a cause of action thereon.
Despite what has already been said, we have heard that the law
in many circumstances is concerned not so much with a signature’s
being accomplished in a particular manner as with the fact that some
mark, signature, or other indicia was placed on a document by, or
with the consent of, a responsible person, and with the intent to
authenticate or execute same.
To revert to the accounting partnership and the signature appear
ing on its reports — we believe the function a signature usually serves
is that of authenticating or executing a document. And it appears that
that function would properly be carried out (in the case of the ac
countant’s report) if the firm name without more is signed by a per
son having authority so to sign. It may well be that a public account
ing firm would have attendant legal responsibilities if a report pre
pared by it and appearing on its letterhead but without signature of
any kind were circulated or submitted to a client, either intentionally
or negligently.
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For its general relevance to the subject under discussion, you may
be interested in knowing that Section 3 of the New York Penal Law
and Section 46 of the New York General Construction (i.e., of terms)
Law define “signature” in substantially the same manner, viz.:

The term signature includes any memorandum, mark or sign,
written or placed upon any instrument or writing with intent to
execute or authenticate such instrument or writing.

Incidentally, we think the question of “signature versus handwrit
ing” comes up mainly in connection with “proof” and the law of evi
dence. Also, we do not feel that printing the partnership name would
add to the authenticity thereof as you contend. It seems to us manual
signature of the firm name by one having authority to sign, or al
ternatively, your own proposed method of signing, would be authen
tication of a somewhat higher order, if only because of the personal
ized aspect.

COURT AUDITING

Inquiry 712
To what extent are CPAs engaged in court auditing?
“I would like some information or literature pertaining to CPAs
engaging in ‘Court Auditing.’ I have been appointed as court auditor
on several occasions, and now am interested in becoming appointed
official court auditor for a jurisdiction in the state of Maryland. The
main function is to audit ‘accounts’ of estates and trusts submitted to
the courts by trustees and attorneys for ratification or approval by
the court.
“I need information about what, if any, other courts do about this
auditing, and any other information available.”
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Our Opinion
The Institute has not made a systematic survey to determine the
extent to which probate, surrogate and orphans’ courts employ, ap
point, or retain Certified Public Accountants to review statements or
audit “accounts” of estates and trusts rendered to such courts by
executors, administrators, and trustees for approval or judicial settle
ment.
However, on the basis of the limited information we have, it ap
pears that the Maryland court’s practice of appointing CPAs to audit
“accounts” is not widespread in the United States. (We assume that
when you refer to the appointment of court auditors, you are using
“auditor” in the sense that it is commonly understood by accountants,
not in its frequent legal sense of a hearing officer or referee.)
A few years ago, several members of the Institute’s Committee on
Management Services were circulated to determine the extent to
which the courts in their counties or states engaged CPAs. One reply
stated:
In Texas, the county court has jurisdiction over probate matters.
It is our information that in our county, at least, the court never
engages CPAs to review the statements, and the opinion here is
that courts in other counties do not.
Another reply was as follows:
I find that the practice of probate judges’ engaging CPAs to
review statements submitted to the Court by executors, trustees,
guardians, etc., is not carried on in Massachusetts. In many in
stances, however, attorneys do engage CPAs to review such state
ments prior to submission to the Courts.
Another response was:
I have never known of such an appointment by the Probate
Court in Los Angeles County. I discussed the matter with an at
torney friend who stated that the Court had “checkers” on its
staff who did this work and it was not the practice to use the
services of independent accountants.
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Although not responsive to the specific question asked, another reply
provided the following information:

... the Indiana Probate Court provides that a report by an execu
tor of an estate may contain an unqualified certificate by a Cer
tified Public Accountant in lieu of vouchers for the disbursements
by the executor during the administration of the estate. It seems
peculiar that trusts reporting to the Court were not included
under this same statute, and it is still necessary for trustees to
file vouchers with their reports in verification of their disburse
ments.
We called the Surrogate’s Court in New York County (Manhattan).
That Court has an accounting section headed up1 by Chester J. Dodge
(a CPA and attorney), one of the authors of the excellent Dodge and
Sullivan text, Estate Administration and Accounting. The section em
ploys some CPAs, we were informed. The positions are under Civil
Service. The accounting section has recommended certain reporting
forms and checks “accounts” which are usually rendered thereon. We
were not furnished any detailed information regarding the “checking”
or auditing procedures followed. We were informed that, unless an
“account” has been questioned by the Court or an interested party,
for many years now there has not been any requirement that vouchers
supporting disbursements be submitted with the “account.”
Apparently, the British have carried this matter of the audit of
estates and trusts much further than we have in the United States.
The publication entitled An Executors Accounts, and the Law relating
thereto, by Taylor, Hough and Griffiths (Textbooks, Ltd., 1957) sum
marizes the provisions of the Public Trustee Act of 1906 which, upon
application of a trustee or beneficiary of any trust, provides for ap
pointment by the Public Trustee of a solicitor or public accountant
to audit the condition and accounts of such trust with a view to is
suing a copy of the accounts and report and certificate thereon to the
interested applicant and trustees. This publication at pp. 454-6 sets
forth a programme for the first audit of the accounts of the estate of
a deceased person. Another British publication entitled Executorship
Law and Accounts, by Ranking, Spicer, and Pegler (pub. in U.S. by
Essential Books, Inc., Fair Lawn, N.J., in its 19th edition) summarizes

1 At the time this reply was written.
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the provisions of the Public Trustee Act of 1906 and sets forth a Pro
gramme of Audit of Trust Accounts at pp. 339-42. It is also of some
interest to note [in November 23, 1946 issue of The Accountant
(British)] that under the Solicitors Act, 1941, most solicitors in Eng
land are required to have their accounts examined annually by a
qualified accountant and to produce to the Law Society the account
ant’s certificate as to the results of such examination. An audit pro
gramme for such purpose is set forth at p. 268 of the above-mentioned
issue of The Accountant.
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Chapter 24

Miscellaneous Problems in Ethics

MAKING WORKING PAPERS AVAILABLE; AND
CPA’s LIEN ON CLIENT’S BOOKS

Inquiry 713
Should clients’ consents to transfer of working papers be ob
tained where sole practitioner merges with CPA partnership?
“A few months ago I acquired the interest of my former partner in
our accounting practice, and since that time, have been operating as
a sole practitioner. Recognizing that this is a dangerous and difficult
situation, I have made tentative arrangements with another account
ing firm in the city to merge our practices. While our discussions have
not reached a final stage, it appears that they will be completed rather
soon in a manner that I believe will be quite satisfactory to all
parties.
“In our discussions the question arose regarding the transfer of the
workpapers of our clientele. One of the partners of the other firm
feels that it might be desirable, if not necessary, to get the consent
of the clients to the transfer of all workpapers. We are not familiar
with the rules of the Institute in a situation of this nature.
“If this consent is necessary, I would presume that it could be
limited to those clients for whom we do audits or other service through-
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out the year, and that those clients for whom we make only personal
tax returns might not need to be contacted. Many of the latter clients
are non-business people and in my opinion might be confused by the
request.
“In the proposed merger, I will become a partner of the merged
firm on a limited basis because of my advanced years. While I will
be active for a number of years, I will not participate in the direction
of the firm to the same extent as the other partners.
“It will be much appreciated if you will give us a ruling on this
question if it comes within the rules of the Institute, or your opinion
if there is no rule governing a situation of this nature.”

Our Opinion
In our opinion, if a sole practitioner is to become a principal in a
newly-formed partnership, ordinarily, it does not appear that clients’
consents need be obtained to the other partners’ having access to
the working papers — any more than the clients’ consents need be
obtained if you were taking on new staff personnel who in normal
course would have access to these working papers containing con
fidential information. As we view it, a merger of practices is not the
same situation as when a sole practitioner is selling his practice out
right, i.e., divesting himself completely of his practice. If in the case
of a particular client, you had knowledge that such client had come
to you after formerly having been serviced by your now-contem
plated partners because of some alleged dissatisfaction with the
services provided by such partners or because of the personalities in
volved, then in such a case, we believe you should seek the consent in
question. Also, in your particular situation, i.e., one in which you plan
substantial curtailment of your activity in the merged firm, we believe
it would be ethically prudent to obtain the consents from your clients.
Incidentally, we are inclined to agree with you, that if consents are
obtained, they could be limited along the fines suggested in your
letter, i.e., to those clients for whom you regularly undertake audits
and/or provide other services throughout the year. The correspond
ence directly following may throw some additional light on the
question raised.
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Inquiry
More on clients’ consents to transfer of working papers upon
formation of partnership by sole practitioner
“In connection with the possibility of my individual Certified Pub
lic Accountant practice being converted into a three-way partnership,
will you kindly inform me if you can furnish me with a form that will
cover the consent of a client for the transfer and delivery of working
papers from me as an individual to the partnership of which I am a
member, its successor or assigns.
“I shall appreciate it very much if you can supply me with a draft
of an agreement or form that will be satisfactory in this case; a form
that will apply generally to all clients whose working papers should
be taken over by the proposed partnership.”

Our Opinion
The Institute has never recommended a standard form covering the
consent of a client to the transfer and delivery of working papers con
taining confidential information concerning his affairs from an indi
vidual practitioner to a newly-formed partnership in which the prac
titioner will become a principal. Nor has any such recommended form
ever come to our attention in perusing some of the more important
discussions of working papers, transfer of a practice, etc., in the
professional literature.
Technically, we do not believe the obtaining of such consents
would be necessary if it is a case of a newly-formed partnership’s
having as principal partners only the former sole practitioner and two
of his former staff men. The staff men would have had prior access
to the confidential information contained in the sole practitioner’s
working papers, and presumably, there would have been tacit consent
by the client to such access.
It is of interest in this connection that the several state statutes
which confer the status of privileged communications upon informa
tion obtained by accountants during the course of their work, usually
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proscribe divulgence of such information either by the accountants or
by the employees of such accountants. For example, the Louisiana
statute provides:

No certified public accountant, public accountant, or person em
ployed by certified public accountant, or public accountant, shall
be required to, or voluntarily disclose or divulge, the contents of
any communication made to him by any person employing him
to examine, audit, or report on any books, records, or accounts, or
divulge any information derived from such books, records, or ac
counts in rendering professional services except by express per
mission of the person employing him or his heirs, personal repre
sentatives or successors. [Emphasis ours. See The CPA Handbook
(AICPA, 1952), vol. 1, chapter 6, p. 53.]
However, if your case is one where, instead of coming in as part
ners after a prior period of tutelage on your staff, your new associates
are coming into the new firm as partners directly “from the outside,”
then it seems reasonably clear (although perhaps not as clear as a
case in which your practice was being sold outright)1 that it would
be professionally prudent for you to obtain the clients’ consents to the
new partners’ having access to the working papers — just to guard
against the outside possibility, that in failing to obtain such consents,
you would be in violation of Article 1.03 of the Institute’s Code of
Professional Ethics.
Incidentally, the Wyler case (referred to in The CPA Handbook,
chapter 2, p. 21) is one where a practice was sold after obtaining
clients’ consents to the transfer of working papers and where Wyler
became a partner of the firm to which the practice was sold. This was
a case where a large well-established practice was absorbing a rela
tively small practitioner.
We suppose one might contend that partners are mutual agents
even as an employee is substantially an agent of his employer, and
if there is implied consent that a CPA’s employees should have access
to confidential information contained in working papers, there is also
an implied consent that a practitioner’s newly-acquired partners should
have the same access. Whether or not any weight is attached to the
foregoing, we would nevertheless be inclined in a case where the
partners of a new firm were not previously associated (say, in an em
ployer-employee relationship) to inform the clients by letter that the
1 See Opinion No. 3 of AICPA’s Committee on Professional Ethics.
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new partnership is being formed, that the partners are X, Y, and Z,
that it is expected the new firm will be able to provide even better,
more specialized services than in the past, and that since this new
arrangement necessarily involves transfer of confidential working
papers to the partnership, you are hereby requesting in the spirit of
good professional ethics that the client give his express consent to
such transfer.

Inquiry 714
A. Does CPA have lien on client’s books for non-payment of fee?
B. Does CPA have duty to make working papers or schedules
therefrom available to client or successor accountant, upon
request?
“From time to time when clients change accountants, questions arise
regarding what records the accountant must return to the client. I
am not speaking of audit working papers, because I think it is gen
erally understood that audit working papers are the property of the
CPA. The situation to which I am referring particularly is where
work is performed for a client on a ‘without audit’ basis, writeup work,
or assistance with monthly statements.
“There have been cases in the past, and I am sure there will con
tinue to be in the future, where clients requiring this type of service
pass from one accountant to the other for various reasons. This trans
fer is sometimes on a friendly basis and no problems arise. The pri
mary question in my mind concerns a situation where the relationship
between the old accountant and the client becomes somewhat strained
for various reasons.
“One case, of course — not frequent but which does occasionally
occur — is where the CPA has not been paid in full for the fees he
has charged. This leads me to one of the questions I have in mind.
What records, if any, may the CPA retain to force the client to pay
his bill?
“Then you have the situation where the bill may have been paid,
but there are certain records, not maintained by the client, which
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are included in the CPA’s file only. As an example, journal entries may
not include a complete description but may merely refer to a schedule
in the CPA’s file. I will not attempt to debate whether such a practice
is good or bad, but it does often exist. In the case of small and medium
sized clients, there is quite often no depreciation schedule in the
client’s office but only in the CPA’s file. Is it the position of the Insti
tute that such records are the property of the client or the property of
the CPA? Does the fact that the client has or has not paid his fee
alter the situation?
“It is granted that professional people, which certainly include
CPAs, should conduct their activities in a highly ethical manner. Al
though this is not a problem with many firms who have all large clients
and perform primarily audits, it certainly is a problem of very real
concern to the small practitioner. Perhaps the services performed by
the small practitioner are in many cases not as glamorous as those of
the big firm, but as long as they fill the needs of the clients satisfac
torily, they are certainly very beneficial to all concerned.
“I think the answers to the questions I have raised, which are cer
tainly not new, have a definite bearing on what the client can expect
of his CPA, based on past work performed, and in the future. I would
appreciate a reply in as much detail as possible to use as a guide in
the future.”

Our Opinion
As we understand your inquiry, you are primarily concerned with
the following two questions:

A. Where a CPA has performed “writeup” work for a former client
who fails to pay for this service, which of the client’s records, if any,
may the CPA retain, to help force the client into paying his bill?
This is a legal question which, as you know, will require your
seeking the advice of counsel in order to obtain a definite answer.
While we cannot provide you with a conclusive response in this
respect, we believe the exchange of correspondence directly following
this contains helpful information, and will provide you with con
siderable insight on the question. An annotation entitled “Right of
accountant to a hen upon client’s books and records in former’s
possession,” which appears in 76 American Law Reports 2nd 1322-3,
should also be helpful.
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B. Where a GPA has performed “writeup” work for a former client
which included the preparation of some or all periodically recurring
adjusting journal entries, and supporting worksheets or schedules
underlying some or all of the entries are maintained in the CPA’s files
only, is the CPA obliged to make the supporting material available to
the former client or a successor accountant, upon request? Is the an
swer the same whether or not the parties are involved in a dispute
over non-payment of fees which arose pursuant to performance of the
“writeup” work?
This second question, being somewhat similar to the first, must be
viewed with the thought in mind that there are legal aspects of this
problem which require consideration by legal counsel prior to reach
ing any binding conclusions.
Our personal opinion on this point is that, since it is considered by
most to be normal practice for a predecessor CPA to make his work
sheets available to a successor accountant even though the client’s
hooks and records are complete in themselves (in the correspondence
directly following this, see especially the second of the two replies),
it would seem to be the CPA’s moral obligation to follow this practice
when the client’s books and records are incomplete and reference to the
worksheets is almost an indispensible factor in the orderly continuation
of the client’s accounting system. Further, we suspect that a good
case can be made out for viewing this duty as something more than
a “moral obligation” — the CPA had contracted to perform certain ac
counting services, which included the preparation of adjusting entries
(e.g., periodic depreciation entry); these entries cannot be made,
in many instances, without first referring to schedules and making
certain calculations (i.e., fixed asset depreciation schedules); the CPA
knows before entering into the contract that he must spend time work
ing on the schedules and making the calculations, and he necessarily
includes in his fee structure an allowance for time to be spent per
forming these tasks. Consequently, the client has paid the CPA to do
work upon the schedules referred to, which have now become part
of the CPA’s working papers; and while the question of ownership of
audit workpapers has been decided favorably for the accountant in
most instances, it must be stressed that the CPA’s ownership thereof
may be deemed a qualified ownership, in several respects.1
1 See chapter 6, “Legal Responsibility and Civil Liability,” by S. Levy [in The CPA
Handbook, vol. 1, ed, by R. Kane, Jr. (AICPA, 1952)].
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In view of the foregoing considerations, it might well prove to be
the case that if such an issue became subject to judicial contest, a
court would hold that the client’s equitable interest in the schedules
and records is equal to that of the CPA. One aspect does seem clear
to us regarding this question — should the CPA find it necessary to
initiate legal action to collect his fee, and he has made his workpapers available to the former client when so requested, then to this
extent at least he is going into court with “clean hands.”

Inquiry
More regarding CPA’s lien, and whether working papers should
be made available
“I have recently been awarded a judgment against a client for ac
counting fees covering a period of some fourteen months.
“I was engaged to write up the books and records of the client for
approximately three years, to audit their books for eighteen months
following this three-year period, and to prepare several financial state
ments during the latter period. The records were never completed
for any year since additional information was required that the client
never obtained or permitted me to obtain. Consequently, my adjust
ing entries were not formally placed on the books and records and
posted to the general ledger. This was due to the fact that many more
adjustments had to be made, and many of the journal entries had
yet to be corrected to a final figure.
“Upon the client’s failure to pay my fees, I entered suit against them
and retained only the books and records that I had worked upon.
This was done upon advice of counsel that I had a common law
bailee’s lien,’ which extended only to these particular items. This state
does not have a statutory lien, and we have been unable to find any
cases involving a common law lien in this state. Does your legal
department have any memoranda concerning this lien situation that
might be helpful on appeal?
“Another accounting firm came in and rewrote the records which
I had retained. My former client counterclaimed against me for $1,500
for this work. The court did not grant the counterclaim as such, but
indicated that it considered that factor in arriving at the reasonable
value of my services ($3,081.53). Two local Certified Public Ac
countants and the client’s former attorney (also a director, secretary
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and substantial stockholder) testified that in their opinion, my services
were worth more than double the amount of judgment.
“Much of the information in my journal entries was obtained by
auditing the records of former officers who had made personal ad
vances for the corporation. The succeeding accountants have never
contacted me in any respect, and have prepared statements and Fed
eral income tax returns that differ materially from my statements
since they did not contact the former officers and omitted their ad
vances.
“I assume that once I accept payment of the judgment, I will have
to release the books and records. However, does this place me in the
position where I should also release the ‘adjusting entries’ in my work
ing papers to the accountants who followed me and are presently
performing services for my former clients? I do not particularly wish
to turn over this information to the succeeding accountants unless I
am ethically required to do so. I have been unable to contact any
local attorney or CPA who seems to know the answers to these
questions. If the legal department can offer any suggestions, it would
be greatly appreciated.”2

Our Opinion
In answer to your first question, the only cases we know of that
have dealt with the question whether the accountant has a lien on his
client’s books, are cited and discussed in Legal Responsibilities and
Rights of Public Accountants, by W. D. Rich (American Institute
Publishing Co., Inc., N.Y., 1935) at pp. 205-10. For another helpful
reference, see the annotation entitled “Right of accountant to a lien
upon client’s books and records in former’s possession,” in 76 Amer
ican Law Reports 2nd, 1322-3.
2 A copy of the Court’s Opinion and Final Judgment of the case was enclosed by cor
respondent. The next to last paragraph thereof is of special interest here, viz.: “Turn
ing to the counterclaim, I find that the Defendant has failed to sustain the burden
of proof in connection therewith. There is some evidence that some of the work done
by Mr. (Plaintiff CPA) was duplicated by other accountants for the Defendant.
I do not find the proof to be that this work was necessitated because of the manner
in which the Plaintiff did the work, however. I think most of this came as a result
of the Plaintiff’s failing to place adjusting entries on the books of the Defendant cor
poration. There is no evidence that those adjusting entries were ever sought for and
refused by the Plaintiff. I have considered that factor, however, in arriving at the
reasonable value to the Defendant of the Plaintiff’s services and in discussing the
figures heretofore described.” (our emphasis')
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Regarding the question raised in the last paragraph of your letter,
directly following is a reply written to an Institute member involving
the refusal of a CPA firm to make its working papers available to a
successor CPA. Although we do not have the original inquiry avail
able, our recollection is that the situation was one involving an event
or train of events producing a certain amount of “bad blood” between
the predecessor CPA and the client. As you will see, there is no
ethical requirement that the predecessor accountant make the work
ing papers or portions thereof available; short of legal compulsion to
produce, it is solely a matter of accommodation as you see fit.
One interpretation of the judge’s findings and comments in the next
to last paragraph of his Opinion (see footnote 2, Inquiry) is that
the Defendant should be expected to pay twice for adjusting entries
in the circumstances of this case, since the Defendant was remiss in
not previously having asked you for the entries or provided you with
necessary information which would have permitted you to enter
same in the books.

Regarding the matter of making working papers available to
client or successor CPA

Our Reply to Another CPA
It has been our understanding as corroborated by conversations
with a number of practitioners, that CPAs as professional brethren
have a mutual duty of courtesy and good faith. In its practical appli
cation, this rule extends to a situation where one CPA has superseded
another CPA on an engagement — we are confident the usual practice
here is for the superseded firm of accountants, upon proper request
and at a time and place of its own choosing, to make its working
papers available to the superseding firm.
There is to be sure no express ethical rule in the accounting profes
sion concerning this matter. However, we understand that when they
retire from, or are no longer retained on a case, members of both
medical and legal professions will, if so requested, usually make case
history and documentary material available to successor doctors or
lawyers as a matter of professional courtesy or etiquette, if you will.
In cases where litigation is involved, we believe compulsory legal
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process may be used in certain circumstances to require the produc
tion (in evidence) of working papers. However, in the absence of that
type of situation, the final decision as to whether you will allow the
working papers to be reviewed in your office by the successor ac
countant is ultimately a matter for you to decide.
We believe we can readily understand your reluctance to make the
papers available if the request was made in an overbearing manner
or if it would cause more than nominal inconvenience (certainly any
costs incurred in having copies of any papers made should be borne
by the CPA to whom the courtesy is extended).
It almost goes without saying a refusal to make the papers avail
able would also be justified if you had reasonable grounds for believing
that the information in the papers was to be used to your detriment
or that the CPA making the request was engaging in a “fishing ex
pedition.”
It also goes without saying any CPA to whom the courtesy of
perusing the papers of the predecessor CPA is extended, should act
discreetly, that is to say, he should hold the information as well as any
impressions he may have gained in strict confidence.
Pique or hurt feelings aside, however, we believe the predecessor
CPA ordinarily should cooperate with the successor CPA.
It has also been suggested that the client is entitled to reasonable
consideration. Since he has paid for the work which gave rise to the
working papers of the former accountant, and if it would make it
more convenient or economical to the client to have those working
papers made available to the successor accountant, it might seem to
the client that the former accountant was taking a “dog in the
manger” attitude if he refused but without any apparent good reason
to let the successor accountant see the working papers.
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Inquiry 715
Should CPA make photocopy of his working papers available
to trustee of health and welfare fund, upon request?
“I am making an audit of a Health and Welfare Trust Fund for
the local Meat Cutters Union. The Fund is administered by two union
and two industry trustees. This is the second year I have done the
work.
“The office work of the Fund is supervised by one of the Union
trustees, and all audit work is taken up with him. At the conclusion
of the work this year, the Union trustee asked that he be permitted
to make photocopies of all my notes — I assume he meant my working
papers also. I tentatively agreed to do so, but thought I should obtain
the Institute’s ideas on this since I had never had this request come up
before. I have nothing to hide in my working papers but am wonder
ing if there could be some legal complication involved from such a
procedure.
“I would like to receive your comments and suggestions on this.”

Our Opinion
Apart from the usefulness to the CPA of his working papers for
successive audit purposes, and as a detailed historical record of com
pany operations, the CPA’s qualified ownership of his working papers
is primarily for his own protection in case any future charges are made
against him to the effect that his procedures were not acceptable or not
in accordance with generally accepted auditing standards. We say
“qualified” ownership since the CPA has no right to voluntarily trans
fer working papers or divulge their contents to third parties without
first obtaining the consent of the client.
CPAs customarily, or frequently, as a matter of comity or profes
sional courtesy allow other CPAs who have succeeded them on an
engagement to reproduce at a convenient time and place, their work
ing papers in whole or in part.
In the case you pose, we see no objection to allowing the fund
trustee to make copies of the working papers since he is privy to the
basic information contained therein. If a future situation happened
to develop where a court action was brought against the client, or
inquiry:
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even assuming a case where the client brought an action against
you, it is not improbable that there would be access to your working
papers via subpoena.

Inquiry 716
Should CPA turn over original signed confirmation forms to
credit union client, upon request?
“I recently performed an audit of a Federal credit union and ren
dered an unqualified opinion. In the course of the audit, I sent posi
tive confirmations covering 100 per cent of the notes receivable and
members’ share balances (about 350 requests). There was about an
85 per cent response.
“Since rendering the report, the credit union has requested me
to turn over to it the original signed confirmation forms. It has been
determined that this request results from a requirement of the Bureau
of Federal Credit Unions; therefore, my client has a sound reason
for wanting the confirmations, and it is not just a whim.
“My questions are as follows:
“1. Since I have ticked off the amounts confirmed on my notes
receivable and share schedules and have made a separate schedule of
all exceptions, in your opinion, can I rely on these schedules as ade
quate proof of confirmation and turn the originals over to the credit
union?
“2. If the answer is negative, would it be safe to have photocopies
of the confirmations prepared and retain these in my files as proof
of confirmations received?”

Our Opinion
We are not in a position to give you a definitive legal opinion on
the questions you raise, but for whatever value it may have, we will
express our own personal view and judgment on the likely implica
tions.
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Regarding your first question, we believe it not improbable that a
court would consider the notes receivable and share schedules, and
separate schedule of exceptions, as they appear in your working
papers, reliable and credible on the ground that they may be deemed
“entries made in the regular course of a (professional) business.”
(Cf. statutory equivalent of common law “Shopbook rule”.) If the
regularity and bona fides of such “entries” were established, we under
stand they are admissible in evidence. Furthermore, it is notorious that
one of the prime purposes of a professional’s workpapers is protective:
they evidence (albeit not exclusively or conclusively) the extent of
compliance with professional standards.
Regarding your second question, photocopying, of course, would
be a conservative protective measure, but we do not believe it to be
necessary. There is always the possibility of the subpoena duces tecum
or discovery proceedings to gain access to the original signed con
firmation forms.
Also, there is the alternative of having a representative of the client
certify, at the time of taking custody of the confirmation forms, that
they tally in all respects with your schedules.

Inquiry 717
Refusal by CPA to sign special-report form used by insurance
company payroll auditors to obtain clients’ written representations
“I am a CPA employed by a CPA firm and in the course of em
ployment keep books for some clients. The payroll auditors of insur
ance companies with whom our clients have workmen’s compensation
insurance come to us to audit the payroll. They request us to sign
their reports which they prepare from our journals or ledgers and are
correct as far as the information received, but the reports contain
statements such as this:
I hereby certify that above are by classification and total the
entire earnings including board, overtime, bonuses and all allow
ances or remuneration of whatever kind paid, allowed or due all
persons in our employ during the period from (date) to (date).
INQUIRY:
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“I refuse to sign the statement which, in many cases, irritates the
auditors. Since we have not performed an audit, I can see no justi
fication in our signing. We have merely entered the information sup
plied by our clients.
“Since a signature is required, the client is the one who should sign,
but many of them are not convenient to our office.
“Is there a solution whereby these reports can be signed by some
one in our office without giving a certification? We would write
‘without audit’ on the form, but this could invalidate the purpose of
the insurance company’s printed form.”

Our Opinion
We believe, under the circumstances outlined in your letter, you
should continue to refuse to sign the audit report prepared by the
payroll auditors of insurance companies. The very language of the
statement included therein, which you quote, indicates that it is the
written representation of management that is being sought, and ac
cordingly, the insurance company’s auditors should request the repre
sentation from the client himself. In our opinion, Article 2.01 of the
Institute’s Code of Professional Ethics, by extension, applies to this
situation. Also, you might inform the insurance auditors that you have
no warrant by way of a power of attorney to sign these representa
tions of the client.
Since your firm is merely keeping books for its clients on the basis
of information supplied by them, without performing an audit, it is in
no position to know or “certify” that amounts or computations speci
fied in the report are “the entire earnings . . . paid, allowed, or due all
persons” in the client’s employ during a given period.
Regarding the last paragraph in your letter, you could certify that
the payroll data in the journals and ledgers fully and fairly reflects the
payroll information furnished to you by the client. Otherwise, it would
be ill-advised to sign any statement respecting the payroll other than
a disclaimer.1

1 The item “Caution Is Advisable in Signing Opinion on Special Forms” which ap
peared in Carman G. Blough’s column in the January, 1953 issue of The Journal of
Accountancy should be generally helpful. See also par. 16 in Statements on Auditing
Procedure No. 28, Special Reports (AICPA, 1957). Cf. S.A.P. No. 33 (AICPA,
1963) at p. 91.
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MALFEASANCE AND CONTROL-LAW VIOLATIONS
BY CLIENTS

Inquiry 718
Audit and report under Welfare and Pension Plans Disclosure Act
— CPA’s responsibility where malfeasance by trustees indicated
“What do you consider an auditor of a trust fund which is required
to submit reports under the Welfare and Pension Plans Disclosure Act
should do under the following hypothetical conditions?
Persistent rumors of malfeasance by trustees.
Objective evidence which would require investigative action be
yond the normal scope of an audit in order to substantiate mal
feasance by trustees.
Incontrovertible evidence of malfeasance by trustees.
Evidence of trustees serving on several trusts receiving payment
for the same expenses from the several trusts under the following
conditions:

a. Auditor is engaged by only one of the trusts but has indirect
knowledge of the condition described.
b. Auditor is engaged by several of the trusts and has direct
knowledge of the conditions described.”

Our Opinion
Assuming that statements or a report are to be issued under the cir
cumstances on the CPA’s letterhead and over his signature, in our
opinion, the CPA must first recognize the following conflicting ethical
imperatives, viz.:
1. CPA’s duty to maintain confidences as to information acquired
in the course of an engagement, versus
2. CPA’s duty to extend his audit procedures in any case where there
is any evidence which suggests the possibility of fraud or dere
liction; also
3. Duty to disclose material matters in report in any case where
inquiry:
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failure to report same would make the statements and/or report
misleading; or
4. Duty to express an adverse opinion and disclose all the substantive
reasons therefor, “in any report where the exceptions as to fair
ness of presentation are so material that in the independent audi
tor’s judgment a qualified opinion is not justified. In such circum
stances a disclaimer of opinion is not considered appropriate since
the independent auditor has sufficient information to form an
opinion that the financial statements are not fairly presented.”
[See Statements on Auditing Procedure No. 32, Qualifications and
Disclaimers (AICPA, 1962), especially par’s 9 through 12. Cf.
S.A.P. No. 33 (AICPA, 1963) at p. 59.
In our personal opinion, where a report is to be issued, the ethical
balance lies in favor of items 2, 3, and 4 above.
As to procedure to be followed by the CPA in the first two situations
described in your letter, we believe the following steps should be
taken:
a. Request permission from trustees to extend audit procedures
in order to investigate possible malfeasance (not further speci
fied);
b. If permission refused, withdraw from engagement;
c. Then, consult your attorney as to whether a crime may have
been committed of such gravity that the law would require
you to report same on information and belief to the District
Attorney or police and/or to the Federal government agency
charged with administration and enforcement of the Welfare
and Pension Plans Disclosure Act; and as to whether failure
to so report would place you in the position of being deemed
an accessory to the crime;
d. If advised that you are not in legal jeopardy, do nothing fur
ther;
e. However, if a successor CPA contacts you, inform him frankly
as to all reasons which compelled you to withdraw from the
engagement, at the same time requesting him to maintain
your communication to him in strictest confidence.
As to procedure to be followed in the last two situations mentioned
in your letter, we would emphasize the following:

aa. Confrontation of the trustees, communicating your findings
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or evidence of malfeasance to them with a request that they
remedy the situation and make the trust fund(s) whole;
bb. Upon their refusal or failure to make full restitution, withdraw
from the engagement;
cc. through ee. Same as steps “c” through “e” above.1

Inquiry 719
Does the CPA have any disclosure or ethical responsibility re
specting control-law violations by client?
“Please give me an answer to the following:
“When a client has violated a Federal, state, or local law and it
has no effect on your statements, should the CPA mention the violation
in his report?
“Specifically, I have in mind violations of the Wage and Hour law,
and a state law as to time of payment of wages to employees.”

Our Opinion
Not only do the violations of the Wage and Hour law to which your
letter refers, evidence a disregard for public policy, but also they work
a fraud on the client’s own employees. However, we believe it is gen
erally accepted within the profession at this time, mainly because of
the ethical rule requiring the CPA to maintain confidences, that the
CPA has no responsibility to disclose so-called control-law violations
1 Supportive of the foregoing conclusions on our part, see an excellent statement by
the Council of the Institute of Chartered Accountants in England and Wales for the
guidance of its members, entitled “Unlawful Acts or Defaults by Clients of Members”
which appeared at pp. 67-76 of the December, 1957 issue of The Journal of Ac
countancy. See especially par’s 2 through 7, 35 through 37, 51 through 53, thereof.
For an indication of the extreme gravity with which certain offenses are regarded
and consequent criminal penalties imposed under the Welfare and Pension Plans Dis
closure Act, see pp. 30-1 of the Supplement to Labor Law Reports No. 131 dealing
with “New 1962 Disclosure Requirements” (Commerce Clearing House, Inc., March
15, 1962), containing new sections added to the U.S. Criminal Code by the 1962

amendments to the Act.
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unless a written opinion of legal counsel expresses the belief that a sub
stantial contingent liability exists.1 Whether, as a practical matter, legal
counsel can be expected to proffer such a written opinion prior to a
point in time when litigation actually commences, is questionable —
especially if counsel is aware that a written opinion would lead to
disclosure which in turn might lead to litigation in which he would
have to assume the legal defense, possibly under very awkward and
notorious circumstances.
It should be pointed out also that certain members of the profes
sion assert that the CPA has no ethical duty to act as an informer
(i.e., to government authorities), although it is generally accepted that
the CPA should confidentially inform the board of directors when
he has discovered fraud or illegal transactions. Whether the illegal
action or inaction in a particular case results in an accretion or deple
tion of corporate funds (depending upon whether the fraud is prac
ticed “for” or against the corporation), the board, then, frequently be
comes the final arbiter as to whether the fraud in question ever sees the
light of day and becomes publicly aired.
Regarding your statement that the violations in question “have no
effect on the statement,” it is well to bear in mind the fact that foot
notes are deemed to be an integral part of the statements and that the
onus is on the CPA to see to it that all matters of a type which if not
disclosed, would make the statements misleading, are disclosed. Sub
stantial contingent liabilities, of course, are matters which should be
disclosed. In certain circumstances, the rule of confidence and the
rule of informative disclosure may be in conflict, and the CPA may
have to give greater weight to reporting standards and the rule of
ethics relating to disclosures, than he gives to the rule of ethics re
quiring him to maintain confidences.
It goes without saying a CPA may find he has to withdraw from
an engagement rather than lend his name to financial statements,
where a client persists, after having it brought to his attention, in a
grossly illegal course of conduct. However, the CPA has also to
consider for his own self-protection, irrespective of the ethical rules
of the profession, the type of circumstances under which the law
would deem him an accessory to certain practices of the client
(usually felony situations, i.e., serious crimes). Apart from loss of a
fee, the unfortunate fact about withdrawal from an engagement is
that in many such situations, the client shops around, and the engage1 See the discussion at pp. 26-7 of Montgomery’s Auditing (Ronald Press Co., N.Y.,
1957).
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ment is inherited either by an unscrupulous practitioner, or one of
the less scrupulous practitioners within the professional body — or even
by a scrupulous practitioner who nevertheless has not made inquiry
of the predecessor accountant as to the circumstances of his ceasing
to handle the engagement.
There may be additional categories, but we would cite six primary
and more or less distinctive areas where the CPA may encounter il
legal transactions:
1.
2.
3.
4.
5.
6.

False entries and false financials,
Contractual defaults, and defaults under trust indenture covenants,
Peculations or embezzlement by employees,
Derelictions by corporate officers or directors,
Control-law violations, and
Tax fraud or evasions.

The ethical imperative in the case of false or misleading repre
sentations in financial statements is clearly covered by Article 2.02
of the Institute’s Code of Professional Ethics and Numbered Opinion 8
of the Institute’s Committee on Professional Ethics (q.v.). These
embrace both reporting situations in which an opinion is being ex
pressed and situations in which an opinion is being denied.
In the case of defaults under “2” above, we believe it is generally
accepted that in the absence of express waiver of the default ob
tained prior to publishing of the statements, disclosure of such de
faults should be made. Similarly, in the case of embezzlements under
“3” above, if amounts involved are substantial, no restitution has been
made, and a significant contingent loss is probable, we believe dis
closure is generally deemed to be required.
In areas “4”, “5”, and “6”, the profession has not yet reached a
consensus as to ethical imperatives and/or disclosure requirements.2
2 Some basic general guidelines have been set forth in Statements on Auditing Pro
cedure No. 30, Responsibilities and Functions of the Independent Auditor in the
Examination of Financial Statements (AICPA, 1960). Cf. S.A.P. No. 33 (AICPA,
1963) chapter 1. The Institute’s Committee on Federal Taxation has inaugurated a
program to determine the responsibilities of professional CPA tax practitioners and
contemplates issuance of a series of Statements on Responsibilities in Tax Practice
which will set forth standards of conduct in this area. See “Responsibilities in Tax
Practice," by Robert E. Witschey (in The Journal of Accountancy for September,
1963, at pp. 65-8). For a well-wrought statement by the Institute of Chartered Ac
countants in England and Wales, see “Unlawful Acts or Defaults by Clients of
Members” (published in December, 1957 issue of The Journal of Accountancy, at
pp. 67-76).
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It should be pointed out that area “4” might involve situations such
as those described legally as “wasting of corporate funds,” “taking
personal advantage of corporate opportunities,” making “preferential
transfers,” “illegal distributions,” “exhibiting dual allegiances or con
flicting interests,” and “profiting at corporate expense.” Area “5”, of
course, covers a wide spectrum and would include violations in
volving price fixing, price and rate administration, Wage and Hour
law, government contract costs and renegotiation, product standards,
SEC filings, and a host of other matters which the CPA may en
counter. One question that inevitably must be confronted, it seems,
is whether a common ethical or disclosure standard is to apply when
a CPA encounters malfeasance or misfeasance in the course of an
engagement, irrespective of whether he may be auditing a govern
mental entity, a hospital or other charitable organization, private trust,
or a business corporation.
In developing ethical guidelines and disclosure standards in the
future as to areas “4”, “5”, and “6”, it appears that if not only the
image but also the substance of “independence” as the hallmark of the
CPA is to be preserved and further propagated, and if charges of a
“double standard” of ethics and disclosure are to be avoided, those
faced with the responsibility of making the profession s position on
these matters explicit will have to carefully define where confidence
may end and disclosure may begin, and where confidence
must persist and possibly the engagement end. Preliminary to this
effort, it would be most helpful (and practical) to develop informa
tion respecting specific situations in which the law places a duty upon
an individual to come forward with information (or where the law
considers that an individual withholds certain types of information
at his own peril),
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Inquiry 720
Does CPA engaged by creditors’ committee have any ethical duty
to volunteer information respecting false tax returns filed by cor
poration under audit?
“Would you please advise me whether a Certified Public Accountant
is under any duty to disclose or volunteer information to the U.S.
Treasury Department with respect to false tax returns filed by a cor
poration which has had its books and records audited by the Certified
Public Accountant at the request of a Creditors’ Committee of the
corporation, either when the accountant has a card authorizing him
to practice before the Treasury Department or without such card?”

Our Opinion
None of the Institute’s Rules of Professional Conduct deals with
the specific question raised in your letter, nor, as far as we have been
able to determine, has the Institute’s Committee on Professional
Ethics ruled on the specific question.
For whatever value it may have, our own personal view based on
ethical not legal premises is that the CPA is under no duty to volun
teer the information in question to the U.S. Treasury Department.
In our opinion, the CPA should submit financial statements as re
quired and any audit findings relevant to and affecting the interests
of his client (the Creditors’ Committee) in his report to the client,
and the matter should end there as far as he is concerned.
It is clear from the discussion at pp. 115-16 of John L. Carey’s
Professional Ethics of Certified Public Accountants (AICPA, 1956)
that a CPA should not voluntarily “publish” or disclose to third parties
any information in his possession about a client’s affairs; in this con
nection, the tax practice regulation as set forth in Treasury Depart
ment Circular 230 should also be noted. If voluntary disclosure of
confidential information about a client’s affairs is ethically proscribed,
we fail to see why a CPA should be relieved of the ethical duty to
maintain confidences with respect to information acquired in the
course of an audit when it so happens that the books under audit are
those of a third party, even though the latter’s interests in important
respects are adverse to those of his client. We have reference here,
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of course, to the CPA’s voluntarily communicating confidential infor
mation to any person other than the party engaging him and beyond
the confines of his report to such party. The CPA’s responsibility is
to report to his client all audit findings relevant to the purpose of the
audit; presumably, the information regarding the filing of false tax
returns would be included in such findings; how the Creditors’ Com
mittee will or should deal with such information is, of course, another
matter.
The public accounting profession is a relatively young profession,
and many ethical questions have not as yet been officially considered
or ruled on by the Institute. Absent close-to-home guidelines, we should
mention that the Institute of Chartered Accountants in England and
Wales issued a statement entitled “Unlawful Acts or Defaults by
Clients of Members” (which was published in the December, 1957
issue of The Journal of Accountancy, at pp. 67-76). We urge your
careful study of some of the points brought out in this statement re
garding legal duties of British Chartered Accountants in varying situ
ations. It almost goes without saying we have confined our comments
here to the ethical imperative. It is quite another matter whether in
certain circumstances a CPA may have a legal duty to come forward
with information, or otherwise be vulnerable to the charge of being
an accessory.

INDEPENDENCE AND ETHICAL RESPONSIBILITY

Inquiry 721
Do accounting services rendered to a client impair the CPA’s
independence at any point?
“I have recently been put ‘on the spot’ by a banker. He wanted to
know why there was no unanimity within the profession locally with
respect to the scope of interim accounting service which could be
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rendered to an audit client without serious damage to the ‘indepen
dence’ of the CPA making the audit. He had attended a CPA chapter
meeting and was appalled at the positions of black, white and gray
taken by members. Two large national firms sat on opposite sides of
the fence with local practitioners filling in between.
“I agreed to pose five sets of circumstances to the Institute and
relay to him the current thinking on the matter.
“Assuming adequate audit procedures, unquestioned integrity and
competence, what is the position of the CPA auditor in each of the
circumstances below? Is his necessary independence compromised
sufficiently to damage or destroy the validity of an unqualified opinion
on the client’s year-end financial statements?
“Case #1 — (a) Client prepares pencil copy of monthly financial
statements; (b) CPA reviews pencil copy; (c) CPA questions un
usual amounts or relationships and aids in adjustments or reclassifica
tions where necessary for accuracy and consistency in reporting;
(d) CPA has statements typed in his office and delivers to bank with
normal adherence to reporting standards.
“Case #2 — Same as Case #1 except CPA draws off monthly finan
cial statements from general ledger maintained by client, and pre
pares standard journal entries for depreciation, prepaid asset writeoffs,
bonus and income tax accruals, etc.
“Case #3 — Same as Case #2 except that CPA does the posting
from journals of original entry to the general ledger.
“Case #4 — Same as Case #3 except that CPA is furnished raw book
keeping data, i.e., sales invoices, check stubs or copies, etc., which
have been classified by account number by the client and the CPA
prepares the journals of original entry.
“Case #5 — Same as Case #4 except that all classification of raw
data is done by the CPA prior to entry in the journals.
“Would you please answer this question at your earliest con
venience stating your answers on the basis of the audit of a company
fisted on a major stock exchange and a closely-held company whose
stock is not available to the public. It is entirely possible that there
is not a clear-cut ‘Institute’ opinion. In this case, may I have your
personal views? I can assure you that I will not attribute personal
views to official position.”
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Our Opinion
The Institute’s opinion on the question you raise has been un
equivocally expressed by the Committees on Auditing Procedure and
Professional Ethics. John L. Carey’s Professional Ethics of Certified
Public Accountants (AICPA, 1956) cites the committees’ view at
pp. 41-3. We believe the committees’ conclusion would apply equally
to publicly- and closely-held companies.
The following passage quoted from “Practical Applications of Pro
fessional Ethics” (chapter 5, p.17, of The CPA Handbook, vol. 1,
AICPA, 1952) succinctly clarifies the Institute’s traditional position
on the matter of “independence,” viz.:

If there is a distinction between the SEC’s view and the pro
fession’s view of independence, it may, perhaps, be put this way:
The SEC emphasizes the specific relationships between an ac
countant and his client which give rise to a presumption of lack of
independence — the SEC will not recognize an accountant as inde
pendent if any of the proscribed relationships exist.
The Institute emphasizes the fact of independence — the state
of mind which the word denotes. It recognizes that an accountant
may be independent in spite of close relationships with his client
— or that he may lack independence in spite of the most correct
appearances. The Institute, therefore, has not chosen to prohibit a
great variety of relationships which might conceivably tend to in
troduce a subconscious bias into the accountant’s judgment, but
rather relies mainly on Rule No. 5 to determine whether inde
pendence has actually been impaired or not. If accepted account
ing and auditing standards are observed, and all material facts are
fully disclosed, it may be presumed that independence exists.1

1 With adoption by the AICPA membership of new Article 1.01 of the Code of Pro
fessional Ethics, which Article became effective January 1, 1964, several relationships
in addition to “material direct or indirect financial interest in the enterprise,” viz.,
promoter, underwriter, voting trustee, director, and officer or key employee, have
now been explicitly indicated as impairing, ipso facto, the CPA’s independence. How
ever, it should be noted that “writeup work” or the maintenance of a client’s records
by a CPA is still not deemed to impair independence (unless a “key employee” re
lationship could be made out in given circumstances).
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If one proceeds from the premise that independence is a question
of fact to be determined, then none of the five cases cited in your
letter, without more, is necessarily determinative of such fact. Also,
it seems to us, once one assumes “adequate audit procedures, (and)
unquestioned integrity and competence,” then there can be no ques
tion of compromised independence or lack of independence.
We would be the last to claim that the question you raise is un
complicated. It seems the very concept of an audit implies disinter
ested surveillance and critical appraisal of someone else’s work. Thus,
we suppose one would have to grant that at some point as the public
accountant becomes more and more involved in maintaining a client’s
books and records, he ceases to be in a position where he can make an
“audit” in the common signification of that term. Note Kohler’s third
definition of “audit” in his A Dictionary for Accountants (PrenticeHall, Inc., Englewood Cliffs, N.J., 1957, p. 44): “Any inspection by a
third person of accounting records, involving analyses, tests, confirma
tions, or proofs.” (our emphasis)
The SEC as administrative agency takes a view of “independence”
which is quite understandable. It has consistently taken what might
be described as an objective rather than a subjective view, viz., cer
tain relationships ipso facto raise a presumption that the auditor is not
an independent third party. Such a policy, of course, becomes onerous
mainly when the presumption is deemed conclusive rather than re
buttable.
One further observation should be made regarding the gradations
of cases you list, bearing in mind that an “audit” involves analyzing,
testing, confirming, and proving. Thus, it appears that in the first
three cases, the CPA would be performing ministerial and bookkeep
ing tasks essentially, not “auditing,” and presumably would be dis
claiming an opinion. In these cases, then, the CPA’s “independence”
would seem to be irrelevant. “Independence” takes on meaning where
an opinion on statements is expressed — here, the third-party reader
of the statements wants the assurance that the opinion is unbiased and
that the financial presentation is not self-serving. As the CPA moves
into Case #4 and especially into Case #5, however, the raw data is ex
posed to him. If, then, he does any reasonable amount of analyzing,
proving, or testing of such raw data in the process of classifying and
preparing entries — i.e., as he gets deeper into the bases underlying the
records — one is naturally inclined to conclude that he is in a better
position to express an opinion respecting the statements ultimately
inquiry:
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prepared. However, it is precisely at this point that one must query
whether an independent audit has been made, if by definition an
"audit” implies critical appraisal of someone else’s record keeping.

Inquiry

722

CPA’s acting as administrator, and maintaining records of union
health and welfare fund — is independence impaired?
“I have a question concerning audit reports and their limitations
where the auditor also maintains the accounting records.
“In my situation I am the Plan Administrator of a small Union
Health and Welfare Plan. I maintain all the records and make cash
bank deposits (limited strictly to checks endorsed for deposit only).
Checks, two or three a month, are prepared by me but are signed by
any two of five plan trustees.
“Under the above circumstances, would you please inform me as
to what type of report I could issue, i.e., its scope and limitations?
“The trust document calls for an annual audit by a Certified Public
Accountant so you can appreciate my problem.”

Our Opinion
For their relevance to the problem outlined in your letter, see pp.
28-30 of Code of Professional Ethics (AICPA, 1962).
According to interpretations of “old” Rule 1.01 which we have seen,
the Institute did not conclude that maintaining a client’s books neces
sarily impaired a CPA’s independence. (As you may know, however,
the SEC traditionally took a contrary view of this matter.)
Be that as it may, we personally find it difficult to look upon your
activities as Plan Administrator in any other fight than those of an
officer-employee. Accordingly, we incline to the view that even under
the “old” rule, one would be constrained to hold that your “inde
pendence” (as this term is commonly understood) is at best, vul
nerable.
722
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This much having been said, it is also our opinion that under the
“new” Rule 1.01, you would clearly be proscribed from expressing
an opinion on the financial statements of the Plan. Our major premise
in reaching this conclusion, of course, is that your activities as Plan
Administrator are essentially those of an “officer or key employee.”
You will note that the new Rule 1.01 became effective January 1,
1964.
One question that occurs to us is whether the trust document calls
for “an annual audit by a Certified Public Accountant” or “an annual
audit by an independent Certified Public Accountant.”
One possible solution to resolve the dilemma, at least for purposes
of reporting on the current year’s operations, would be to state in
your report in effect that you have maintained the accounting records
of the X Union Health and Welfare Plan and have conducted a
“running,” i.e., a “continuous” audit during the fiscal year in question,
and have prepared the accompanying financial statements; however,
due to your acting as Administrator of the Plan during the fiscal period
covered by the financial statements, the general auditing standard of
independence has not been met, and, accordingly, you are precluded
from expressing an opinion as independent CPA on the fairness of
the representations in the statements.1

Inquiry 723
Propriety of CPA’s serving as trustee of employees’ profit-sharing
plan
“We understand that under new Article 1.01 of the Institute’s
Code of Professional Ethics, relating to the CPA’s independence, a
member shall not express an opinion on financial statements of any
enterprise unless he is in fact independent with respect to such enter
prise. The new Article goes further and states that a member will be
1 See Committee on Professional Ethics Opinion No. 15, as well as the item “Report
ing on Lack of Independence” which appeared in Richard C. Lytle’s column “Account
ing and Auditing Problems” at pp. 72-3 of The Journal of Accountancy for Sep
tember, 1964.
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considered not independent if during his professional engagement he
was a voting trustee’ in the enterprise. We have the following ques
tions for which we would appreciate answers:
“1. Is a trustee of an Employees’ Profit-Sharing Plan deemed to
come within the category of voting trustee’?
“2. Where a partner is one of three trustees of an Employees’
Profit-Sharing Plan and his firm also renders an opinion on the finan
cial statements of the Profit-Sharing Plan, is there any lack of inde
pendence if disclosure is made of the partner’s position in the ProfitSharing Plan?
“3. Where the accountant renders a certified report to the com
pany which established the Employees’ Profit-Sharing Plan and also
renders an opinion report to the Employees’ Profit-Sharing Plan
Trustees (where the partner is one of the three trustees to the Plan),
is there any lack of independence with respect to either enterprise?”

Our Opinion
Regarding the first question in your letter, we believe the term “vot
ing trustee” as it appears in Code Article 1.01 is intended to have the
same signification as it has when used as a legal “term of art,” i.e., the
term does not refer broadly to a trustee of any type of trust who may
vote or does vote on a policy or proposition, but rather to a “voting
trustee” of a “voting trust,” the special meaning and definition of
which is indicated by the following quoted paragraphs:

voting trust: A limited-life trust established for the purpose of
concentrating the control of a corporation in the hands of a few
persons, known as voting trustees. The device is often used in re
organization proceedings. Stockholders consenting to participate
in the plan transfer their shares to the voting trustees and receive
in exchange transferable certificates of beneficial interest in the
trust; the stock is then registered on the books of the corporation
in the names of the trustees.
voting-trust certificate: A certificate of beneficial interest issued
by or in the name of voting trustees following the deposit with
them of stock for the purpose of placing the voting control of a cor
poration in the hands of a limited number of persons for a stated
period of time. [from Kohler’s A Dictionary for Accountants
(Prentice-Hall, Inc., Englewood Cliffs, N.J., 1957, at pp. 508-09)]
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Voting Trusts. A voting trust is an agreement by which stock
holders surrender their voting power and place it irrevocably in
the hands of others. Such agreements, in that they vest voting
power in the hands of persons having no beneficial interest in
the stock, are generally restricted as contrary to public policy.
For example, statutes commonly provide that a voting trust agree
ment is void unless it is limited to a period of ten years.1 In
exchange for the certificates of stock deposited with the voting
trustees, the latter issue voting trust certificates. [from Lavine’s
Modern Business Law (Prentice-Hall, Inc., N.Y., 1954, at p. 536)]
(emphasis ours)

Incidentally, we note that the language of Code Article 1.01 is sub
stantially the same as that used in Rule 2-01(b) of the SEC’s Regu
lation S-X. Incidentally, the language in question appears in sub
stantially the same form in the earliest (i.e., 1940) edition of Regu
lation S-X.
Regarding questions numbers two and three in your letter in the
light of what has already been stated, we do not find any language in
Code Article 1.01 susceptible to the interpretation that a partner of
a CPA firm impairs his independence or that of his firm by serving as
trustee of an employees’ profit-sharing plan established by a client,
regardless of whether the CPA or his firm reports and expresses an
opinion on the financial statements of the plan only or on the financial
statements of both the plan and the client company.
Furthermore, we personally see nothing in the relationship per se
which would lead to a presumption of lack of independence, unless
the situation is one in which the CPA maintained the books and
records of the employees’ profit-sharing trust, and the presumption
was raised on the ground, well-founded or not, that the CPA under
the circumstances could not audit, i.e., objectively appraise, his own
work.
We believe few people would disagree with the generalization
that a CPA, especially where he or his firm performs the client’s regu
lar audit work, would be uniquely competent or suitable to serve as
trustee of a profit-sharing plan; since, in performing the regular audit,
the CPA is principally concerned with the determination and fair
1 This is the provision of the Model Business Corporation Act (published and prepared
by American Law Institute in collaboration with the American Bar Association).
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presentation of the client’s net profit for the year, he should also be
in a knowledgeable position to properly and fairly compute the profit
base for purposes of carrying out the provisions of a profit-sharing
plan.
So long as the CPA’s fee is not contingent in any respect upon the
findings or results of the services he performs either for the company
or for the profit-sharing plan, we see no question of “dual allegiance”
or “conflict of interest” involved here.
Incidentally, disclosure of the partner’s position in the profitsharing plan would not necessarily enhance, or detract from, the fact
of a partner’s or firm’s independence. However, even though not ex
pressly required in these circumstances by the Code of Professional
Ethics, it seems to us disclosure of any unusual relationship to an
entity under audit, puts all interested parties on notice, and suggests
or indicates good faith.

Inquiry 724
May independent auditor also act as stock transfer agent for
same client?

Inquiry from Foreign CPA
“Kindly give us your opinion regarding the dual relationship of an
independent auditor who also acts as stock transfer agent for the same
corporation at the same time.
“In passing, it may be stated that we have consistently maintained
that if an independent auditor also acts as stock transfer agent for the
same corporation at the same time, then this would affect and impair
his independence. The auditor will ultimately be reviewing and ex
amining his own work as stock transfer agent.”
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Our Opinion
As Bogen’s Financial Handbook (Ronald Press Co., N.Y., 1948)
points out at pp. 633-4, trust companies commonly serve as transfer
agents, and may be deemed independent when issuing or transferring
stock since they act in their capacity as a corporate fiduciary. Simi
larly, it seems to us, an individual CPA, or a CPA firm, customarily
acting as an independent contractor vis-a-vis the client, may be deemed
independent when he acts as a transfer agent. In the first instance,
you have a corporation acting, which is held to fiduciary standards;
in the second, you have an individual CPA or firm of CPAs acting,
the CPA being held to professional (which should be deemed equiva
lent to fiduciary) standards.
We personally believe that if the CPA is competent to perform an
audit of the records of stock ownership, he should be competent to
keep the records of stock ownership.
Furthermore, as Bogen indicates (p. 633): “It is now a general
rule among stock exchanges in the United States that shares listed
thereon must be registered with an agent not connected with is
suer.” Thus, at least in these cases where a company’s shares are
publicly traded on an exchange, there would be an independent check
on anything the CPA might do as transfer agent, since the books of
both registrar and transfer agent must agree, thereby providing a con
stant check on each other.
In view of the foregoing, we personally believe the fact that the
CPA performing the audit also acts as transfer agent does not, ipso
facto, impair his independence; any more than the fact that the CPA’s
preparing or making entries affecting certain other accounts, either
prior to or in the course of an audit engagement, would necessarily
impair his independence.
This having been said, perhaps we should state that we would
not recommend, and do not favor, an independent CPA’s functioning
as transfer agent. We should also add that we are well aware that
there are many authorities who take what may be termed an “ob
jective” view of these questions, viz., that certain relationships or
involvements of the CPA with a client, ipso facto, raise a presumption
(rebuttable or conclusive) of lack of independence.
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Inquiry 725
Is CPA’s independence impaired where close relative manages
client?

Inquiry from Foreign Accountant
“Kindly inform me if a CPA is deemed independent if he examines
the books and accounts of a corporation of which his father is the
president or manager. CPAs here have different opinions on this mat
ter, and I hope that you will give us your authoritative opinion on the
matter for young CPAs’ information and guidance.”

Our Opinion
John L. Carey’s Professional Ethics of Certified Public Accountants
(AICPA, 1956) contains a discussion relevant to the question you
raise.
Upon perusal of this material, you will note that although some
borderline situations are mentioned, the fact situation described in
your letter is not specifically referred to or discussed. Note also
that the term “financial interest” as used in Rule of Professional Con
duct No. 131 has primary reference to an ownership interest. However,
we believe the current tendency would be to construe the term “finan
cial interest” much more broadly. Another problem here would in
volve interpretation or construction of the term “immediate family.”
1 Now Article 1.01 of Code of Professional Ethics (q.v.). This correspondence took
place prior to adoption of Article 1.01. Note that said Article, as adopted, makes
no explicit reference to family involvement or affiliation. However, we have some
difficulty in seeing how a CPA “assessing his relationships with the enterprise” under
the particular circumstances, could readily or reasonably “expect his opinion to be
considered independent, objective and unbiased by one who had knowledge of all
the facts.”
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Some people might attach significance to the fact that the securities
of the corporation in question are publicly held or to the fact that the
financial statements are to be used as a basis for credit. However,
we personally would not attach much weight to this latter distinction.
The critical factor is the familial relationship. Certainly, when a
CPA’s father is president or manager of the corporation being audited,
it does not take much “construing” of R.P.C. No. 131 to conclude not
only that a member of the CPA’s immediate family has a substantial
“financial interest in the enterprise” but also that the CPA has an
indirect (if not direct) financial interest.
We believe the case mentioned in the middle of p. 38 of Professional
Ethics (op. cit.) in which the Institute’s Committee on Professional
Ethics ruled that a CPA firm’s report should disclose the fact that the
wife of one of the partners of the firm is an officer or stockholder of
the client, is highly significant. Also significant are the cases mentioned
on p. 41.
Personally, in a fact situation such as that mentioned in your letter,
we believe there should be a rebuttable if not conclusive presumption
that the independent status of the CPA has been impaired. Certainly,
in a situation of this nature, a third-party reader of the statements,
having knowledge of the auditor’s relationship to a principal officer
of the company in question, cannot conclude with complete confi
dence that the statements have been reviewed by one “whose judg
ment is uncolored by any interest in the enterprise” (see p. 34 of
Professional Ethics, op. cit.). As a minimum, the rule of informative
disclosure would require that the CPA’s report disclose the close
relationship between the CPA and the president or manager of the
corporation to whose financial statements he is lending his name.

inquiry:

725

INDEPENDENCE AND ETHICAL RESPONSIBILITY

2123

Inquiry 726
Compromise or impairment of CPA’s independence by substan
tial personal borrowings from client
“Your opinion is requested as to the independence of an accounting
firm under the following circumstances:

“1. A partner in the firm (who is in serious personal financial diffi
culties) borrows money from a client of the firm, and the firm ex
presses its opinion upon the financial statements of this client.
“2. The partner borrows money from principal officers of a client
corporation, and the firm expresses its opinion upon the financial state
ments of the client corporation.
“3. The partner borrows money from recognized lending agencies
with the help of endorsements or co-signatures of clients or officers
of client corporations, and the firm expresses its opinion upon the
financial statements of such clients or client corporations.
“4. The borrowings are relatively large and while it is possible —
even probable — that the partner could arrange other sources of
money, the calling of one of these loans could precipitate a serious
financial crisis.
“5. The partner directly supervises some of these audits and others
are under the supervision of other members of the firm.
“6. The undersigned is not the partner doing the borrowing but is
deeply concerned about it.
“Neither the rules of conduct nor your published opinions have
ventured into this area; however, I have, over the years, observed a
number of accountants practising under similar conditions of financial
obligation to clients. It seems to me that you would render the pro
fession a real service by publishing an opinion for general circulation
to the membership of the Institute.
“Your assistance in helping me to solve, or to terminate, a problem
of serious proportions to me will be deeply appreciated.”

Our Opinion
Not that we are in any position to state, on the basis of the facts set
forth in your letter, that the partner lacks independence in fact
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vis-a-vis the client in question, nevertheless, in our opinion, the finan
cial involvements mentioned in the paragraphs numbered “1” through
“3” of your letter would definitely tend to impair or undermine the
independence of a CPA. It is patent that the posture of one who is
substantially indebted is one of dependence, if not, subservience.
It is true, as you state, that “Neither the rules of conduct nor (the
Institute’s) published opinions have (as yet) ventured into this area.”
However, we note at p. 32 of Professional Ethics of Certified Public
Accountants, by John L. Carey (AICPA, 1956), the following relevant
statement, viz.:
Meanwhile, the Securities and Exchange Commission, as a re
sult of consideration of a number of specific cases, has held that
the following factual situations, among others, tended to impair
the independence of certifying accountants: ... 7. Client and ac
countant made substantial personal loans to each other.

In this connection, see also SEC Accounting Series Release No. 81,
the 19th and 54th cases summarized therein.

Inquiry

727

Impairment of independence: former partner simultaneously
serving as director of bank under audit and staff member of CPA
firm
“A question of independence in the performance of a bank audit
has arisen in our firm. The facts briefly are these:
“Two years ago my partner and I purchased the remaining interest
of our third partner in our firm and are continuing the practice. One
of the clients we retained was a small local independent bank. For
the past two years, we have prepared the bank’s tax return and made
a non-opinion review of the bank’s accounts. Recently, the ex-third
partner who is a director of the bank concerned and in charge of the
bank’s examination committee has proposed that we perform an audit
of the bank and that he work on the audit and be reimbursed by us.
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His intention is to perform a material part of the audit. We know for
a fact through our previous work with the bank that he is indebted to
the bank in an amount that represents a material portion of his total
assets. It is our opinion that we could control his audit activities insofar
as the things he does; however, it would not be possible to control
the things he does not do or omits.

“We would like your opinion as to whether we would impair our
independence, under the circumstances, in performing an audit, and
be unable to render an opinion.”

Our Opinion
In our opinion, the fact that your former partner is a director of
the bank and in charge of its internal audit function, forecloses his
performing an audit of the bank in the role of an independent auditor.
It seems to us his role as your “employee” would be clearly anomalous
and incongruous after his previous association with your firm as
partner, and since his employment solely in connection with this en
gagement would be an ad hoc employment which is questionable
and ill-advised especially in view of his being a director of the client
under audit and heavily indebted to such client in his personal
capacity. The presumption that the ex-partner’s audit work might be
self-serving would not be unfair in this conflict of interest situation.
Taking into consideration all of the circumstances of this case
(including the fact that your former partner is well-acquainted with
your firm’s audit procedures), it seems to us an especially close
scrutiny of the bank’s system of internal check and control should be
made, and less than customary reliance should be placed upon the
internal audit work performed by the bank’s staff.1
1 Article 1.01 of the AICPA’s Code of Professional Ethics, effective January 1, 1964
and adopted after this exchange of correspondence, does not explicitly cover the
situation in question, viz., where a former partner, temporarily acting as staff mem
ber of the firm, would also “during the period of his professional engagement... or
during the period covered by the financial statements ... (be) connected with the
(audited) enterprise as . . . director, officer or key employee.’’ Respecting the case
in question, it should be noted that the phrase “any direct financial interest or ma
terial indirect financial interest in the enterprise” (under audit) may involve a nega
tive as well as positive interest, viz., heavy indebtedness of the director to the bank
“in an amount that represents a material portion of his total assets.”
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Inquiry 728
Disparagement of predecessor auditors of bankrupt brokerage
firm
“We are in the process of auditing a brokerage firm in which there
were substantial losses due to embezzlement by the principal owners
of that firm. The firm is now in bankruptcy, and the individuals are
serving a prison sentence in the Federal penitentiary.
“We are performing this audit under appointment by the Bank
ruptcy Court at the request of the Trustee and Receiver. During the
course of our audit which covers nine years, we have discovered what
is apparently a lack of acceptable audit procedures in former audits
by the auditing firm which performed the audits during the entire
existence of the company.
“The Receiver is desirous of making recovery from all possible
sources, and he has intimated he is going to attempt recovery from
the former auditors. We would like to have advice as to what position
we should take and whether or not we should make any statement,
even on direct questioning as to our opinion of the former procedures
used by the auditing firm and whether or not they were adequate, etc.
Not being on the former audits, we do not know exactly what pro
cedures were followed —we can only go by the indications of pro
cedures employed as determined by our examination of the records
at the present time.
“Do we owe a duty to the Trustee and Receiver to advise him of
our conclusions regarding the audit procedures employed by the
former auditors and the possibility of any right of claim against those
auditors? If so, what procedure should we use in advising him of
these matters?
“We have another problem that is tied in with this work. We have
eight or ten clients who were involved in this bankruptcy, and one
client particularly will stand to lose very heavily — in fact, we estimate
his loss to be possibly $250,000. What obligation do we owe to him
to advise him of any possible recovery from this source?”

Our Opinion
Unfortunately, we have been unable to find in the literature we
have examined dealing with questions of professional ethics, any
certain guide to resolving the apparent dilemma outlined in your
letter. Nor does J. B. Carson’s article “Audits of Shortages and Eminquiry:
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bezzlements” (Bulletin, Georgia Society of CPAs, September, 1957,
pp. 1-11), which is one of the very few articles on its particular sub
ject in the literature, offer any guidance on the specific circumstances
in question.
We can understand the reasons for your hesitancy and reluctance
to report certain preliminary findings respecting audit procedures em
ployed by the public accountants of the bankrupt brokerage firm, i.e.,
your natural aversion to casting a cloud on the work or ability of a
fellow CPA.
Nevertheless, after pondering the situation as you have outlined it,
we personally have come to the conclusion based on what we believe
to be both practical and ethical grounds, that the axiom “Judge not,
lest ye be judged” should not be operative here.
In our opinion, if there is prima facie evidence which leads you to
presume or believe that prior audit procedures were inadequate, you
cannot properly disregard your audit findings. (Obviously, we are
assuming here that you are dealing with a situation where the former
auditors were engaged to conduct an opinion-type audit and where
they did in fact render their unqualified opinions on the bankrupt’s
financials and/or financial questionnaire.) With a view to your doing
a most competent professional job, we believe you must “call the
shots as you see them.” As we see it, this is not a matter of your
going out of your way to disparage another CPA. Principal considera
tion must be given here to the fact that serious crimes have been
committed, that the property rights of many parties at interest (in
cluding those of several of your own clients) are involved, and that
the receiver (literally an officer of the court) has engaged you in good
faith to aid him in carrying out his responsibilities, not the least of
which is “finding assets” wherever they may be and whatever form
they may assume. Of course, an enforceable claim for negligence
would be deemed an asset. Accordingly, our feeling is that you have
an affirmative duty to report in measured language all your findings
relevant to the amount, manner, and cause of the embezzlement. We
do not believe it is an unwarranted extension of Article 2.02 of the
AICPA’s Code of Professional Ethics to base our conclusion on that
Article.1

1 Also, for its general bearing on the matter, see pp. 530-1 of Montgomery’s Auditing
(Ronald Press Co., N.Y., 1957) citing pertinent questions arising in cases where
defalcations and irregularities have been detected.
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As for procedure, it seems to us you should frankly discuss this mat
ter with the receiver-trustee, carefully indicating what you have found
respecting the prior audits and the inherent limitations of your factual
knowledge thereof (i.e., the fact that you have no direct knowledge
of the manner of conducting the prior audits, such as you would have
if you had participated in them and that you have not examined the
former auditors’ working papers), and also bringing to his attention
the awkward situation in which you find yourself vis-a-vis a fellow
practitioner. If the receiver-trustee decides to pursue the matter to a
conclusion, he could develop whatever might be inadequate in the
former audits by the use of hypotheticals in court which will bring
out what ordinarily would be deemed an adequate brokerage audit
procedure.
Regarding the matter of advising other clients as to possible losses
stemming from the bankruptcy, admittedly there is an apparent con
flict here between the rule requiring informative disclosure in financial
statements and the rule requiring that information acquired in the
course of an engagement be held in confidence. In such a conflict,
we feel that the informative disclosure rule takes precedence. Ob
viously, in view of your actual knowledge of material loss possibilities,
it would be misleading to reflect the receivables of your several clients
from the bankrupt at their face value. Since the bankrupt’s creditors
would presumably be entitled to a copy of the bankrupt’s most recent
financial statements as drawn up by you after audit, it would seem to
follow that you can use your knowledge of the facts properly to ap
praise the collectibility of the receivables and to see that they are
stated at realistic amounts.
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Inquiry 729
CPA’s responsibility, where partner making substantial excess
withdrawals from client, removes schedule indicating individual
partners’ drawings and capital balances
“When an examination of records is made by a CPA, but an un
qualified opinion on the statements is not being expressed due to
inventory valuation, but one of the partners has consistently drawn
more than his pro rata share of earnings until such excess amounts
to over $225,000, would the CPA be liable if:
“1. He furnishes the income tax reports to the managing party
who is the partner making excess withdrawals, and said partner re
moves schedule indicating drawings and capital balances of each
partner, before passing along report to other partners; and
“2. The financial report furnished by the CPA only indicates total
earnings and drawings, no separate schedule detailing drawings and
capital balances of each partner being included therein?”

Our Opinion
Rather than your confronting the managing partner directly at this
juncture concerning the implications of his removing the schedule
indicating individual partners’ drawings and capital balances from the
income tax reports before passing them along to the other partners,
we believe you should include, and insist on including, in the financial
report, a schedule detailing drawings and capital balances of each
partner.
Article 2.02 of the Institute’s Code of Professional Ethics states that

In expressing an opinion on representations in financial state
ments which he has examined, a member or associate may be held
guilty of an act discreditable to the profession if (a) he fails to
disclose a material fact known to him which is not disclosed in the
financial statements but disclosure of which is necessary to make
the financial statements not misleading;...
Although the foregoing Rule applies literally to situations in which
the CPA is expressing an opinion on financial statements, note Opin-
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ion No. 8 of the Committee on Professional Ethics entitled “Denial
of Opinion Does Not Discharge Responsibility in All Cases.” It seems
to us this Opinion effectively extends the application of C.P.E.
Article 2.02.
In the circumstances of the ease as outlined in your letter, i.e.,
where the excess drawings represent such a material amount, we be
lieve the statements may be misleading without the detail on indi
vidual partners’ drawings and capital balances. “Playing down,” or
failing to highlight, a significant aspect of the financial position of
the partnership may be as misleading as a half-truth. It goes without
saying the CPA here has a responsibility to make all relevant current
financial facts concerning the partnership available to all the partners.
It is, of course, difficult to control the use of the financial state
ments once they leave your possession. Numbering all pages of your
financial report and including a listing of statements and schedules
submitted (or including such a listing in a covering letter the pages of
which are numbered as well as the pages of the financial statements)
may help to prevent the detailed schedule of drawings and capital
balances from being culled out before copies of the financial report
are forwarded to the other partners. We have assumed here that
several copies of the financial report are furnished to the managing
partner and that he has the responsibility of sending the other partners
their copies. If it develops that the managing partner refuses to pass
along the detailed schedule in question, you may then have to give
serious consideration to withdrawal from the engagement. Upon
withdrawal, we believe you should then notify all partners of the fact,
stating that you have been precluded from reflecting drawings and
capital accounts in the statements in a manner which you deem
fully informative.
The question of your possible legal liability or involvement is
beyond our province. However, if you act in good faith in accordance
with the procedure recommended above, we find it difficult to see
how any interested party could accuse you of being an accessory to
the suppression of material information.
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Inquiry 730
Should research on tax matter be undertaken by attorney or CPA?
“I, as a Certified Public Accountant, have encountered the following
situation:
“An existing co-partnership of equally related interests desires to
form a corporation. I suggested that for Federal income tax purposes,
the client might sell the present plant to the corporation at the ap
praised present value, as per a reputable appraisal company, as com
pared to the book value (cost less depreciation), as disclosed by the
partnership records.
“I suggested that the attorney should give the opinion based upon
the rulings or court decisions; however, the attorney claimed the CPA
should do the research work to ascertain the details.
“I do not ask for your legal opinion regarding the tax matter, but
am interested to know, based upon the agreement between the respec
tive committees of the Bar Association and the American Institute of
Certified Public Accountants, who should have rendered an opinion.
Is this a legal matter for the attorney, or is it proper for the CPA to
advise on the rulings and/or court decisions? I shall abide by your
advice.”

Our Opinion
The “Statement of Principles Relating to Practice in the Field of
Federal Income Taxation Promulgated by the National Conference of
Lawyers and Certified Public Accountants” sets forth general prin
ciples, not specific criteria, as to when tax problems are primarily
within the assumed competence either of an attorney or of a CPA, or
of both. See under the heading “Ascertainment of Probable Tax Ef
fects of Transactions” at p. 63 of the January, 1955 issue of The Journal
of Accountancy.
It seems to us one cannot usually determine in advance whether
a contemplated transaction is primarily within the lawyer’s or CPA’s
scope. As the Statement points out, “ascertainment of probable
tax effects of transactions frequently is within the function of either
a certified public accountant or a lawyer.” The Statement goes on
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to say that “When such ascertainment raises uncertainties as to the
interpretation of law (both tax law and general law), or uncertainties
as to the application of law to the transaction involved, the certified
public accountant should advise the taxpayer to enlist the services of
a lawyer.” Thus, the emphasis here seems to be upon prompt referral
to either one or the other of the professional experts when in the
course of ascertaining probable tax effects, questions or uncertainties
arise concerning matters more obviously within the ken of one or the
other profession.
In the particular situation briefly described in your letter, it seems
to us either the attorney or the CPA would ordinarily be qualified to
undertake or commence research on the problem. If rulings, regula
tions, code provisions, or court decisions touching points that arise
are ambiguous or in apparent conflict, then in our opinion if the
CPA had initially undertaken the research, he should advise the client
to have his attorney interpret the seemingly ambiguous or conflicting
rulings, regulations, etc., in the context of the particular transaction
and facts surrounding same. Similarly, a lawyer undertaking to ascer
tain probable tax effects should advise the client to enlist the services
of the CPA if, as the Statement says, “Such ascertainment involves
difficult questions of classifying and summarizing the transaction in a
significant manner and in terms of money, or interpreting the financial
results thereof.”
By way of postscript, it is rather refreshing to find a situation such
as you describe, one in which the attorney is attempting to get the
CPA to do the tax research while at the same time the CPA is insisting
that the attorney undertake same; frequently, one professional is in
sisting that he himself undertake the work to the exclusion of the
other. As one author has well said “There is No Maginot Line in Tax
Practice” (Syracuse Law Review, Fall, 1954, p. 169). Although the
Statement of Principles relating to tax practice is a pioneering effort
and the signatories necessarily had to speak for the respective pro
fessions as a whole, nevertheless, it is oversimplification of the prob
lem to speak of drawing the line between one professional area and
another. It is a typical semantic error to identify an individual with a
class. The facts of professional fife being what they are, our personal
opinion is that if fines are to be drawn, they should be drawn between
those persons who are competent to undertake a particular task and
those who are not, irrespective of professional class. How this is to be
achieved is another matter.
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Inquiry 731
Would conduct of abstract and land title business by lawyer-CPA
violate Institute’s Code of Professional Ethics?
“Please advise me your opinion whether the purchase and operation
of an abstract and land title business in connection with a general
law and tax practice would constitute any violation of the canons of
professional ethics for Certified Public Accountants.
“For your information, I hold degrees in accounting, business ad
ministration, and law and am considering the purchase of an ab
stract business in a small Texas town, to be operated in conjunction
with a general law and tax accounting practice.”

Our Opinion
As far as we can determine, the Institute’s Committee on Profes
sional Ethics has never specifically ruled on the question you raise.
You ask “whether the purchase and operation of an abstract and
land title business in connection with a general law and tax practice
would constitute any violation of the canons of professional ethics
for Certified Public Accountants.” Your letter does not expressly state
whether you are a CPA and whether you would be engaged con
jointly or simultaneously in practice as a CPA, or with a CPA. Be
this as it may, pp. 135,136, and 208 through 210 of Professional Ethics
of Certified Public Accountants, by John L. Carey (AICPA, 1956),
indicate two of the rules of professional conduct which are relevant,
and we believe you will find the discussion of same, helpful.
Regarding the application of Rule No. 41 to your situation, we would
base our conclusion on the following syllogism: Law practice is not
“incompatible” with practice as a CPA (see opinion to this effect
by Institute Committee on Professional Ethics, question C, p. 172
of February, 1947 issue of The Journal of Accountancy); abstract
work and land title search is compatible with, and characteristic of,
law practice; therefore, an abstract and title business is not incom
patible with practice as a CPA.

1 Now Article 4.04 of the AICPA’s Code of Professional Ethics.
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Regarding Rule No. 15,2 however, the question arises whether
abstract and land title services are essentially an occupation rendering
“services of a type performed by public accountants.” To be sure,
CPAs do not commonly conduct title searches, but inasmuch as title
work involves disinterested fact-finding and reporting or stating an
opinion on facts found, such work or occupation in that sense may
well involve “services of a type commonly rendered by public ac
countants.” If this view or conclusion is accepted (bearing in mind
the requirement of R.P.C. No. 15),2 a member of the Institute “must
observe the... rules of professional conduct of the Institute in the
conduct of that occupation” and this would have primary reference
under the circumstances to such matters as advertising of professional
attainments or services, prohibited self-designations, solicitation, al
lowing a business to serve as a “feeder” to a CPA practice, and pos
sibly fee-splitting with the laity.
We submit that you may have a more insurmountable ethical barrier
to face when the official opinions of the American Bar Association are
considered, e.g., their injunction against joint practice as CPA and
attorney and their canon against advertising special competency, ex
cept in professional periodicals and publications.3

2 Now Article 4.05 of the AICPA’s Code of Professional Ethics.
3 For references discussing the question of joint practice as CPA and attorney, see the
following:
1. “Legal Ethics — Attorneys who are also Certified Public Accountants may properly
practice both professions in the same office” [in vol. 63 Harvard Law Review,
pp. 1457 et seq. (1950)].
2. See editorials in The Journal of Accountancy for January, August, and October,
1950.
3. “Practice of Two Professions,” by P. F. Brundage [in AICPA’s Better Accounting
Through Professional Development (1952) pp. 118-22].
4. “Proposed Code of Conduct for Lawyers and Certified Public Accountants Who
Practice in Association and for Individuals Possessing Dual Qualifications” (in
American Bar Association’s Section of Taxation Bulletin, October, 1958).
5. “Problem of Dual Practice of Law and Accounting” (in Unauthorized Practice

News for December, 1954, at pp. 58-60).
6. “The Attorney-Accountant: Ethical Problems in the Joint Practice of Law and
Accounting” (in vol. 3, UCLA Law Review, pp. 360-71, April, 1956).
7. “A Proposed Code of Conduct: The Relationship of Lawyers and Accountants,”
by W. J. Jameson (in November, 1958 issue of American Bar Association Journal,
at pp. 1049-52).
8. “Bar committee proposes ban on dual practice by lawyer-CPA; limits publicity”
(in October, 1958 issue of The Journal of Taxation, pp. 198-201).
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Uniform Accounting Systems and
International Chart of Accounts

Inquiry

732

Regarding uniform accounting systems and an international basic
chart of accounts

Inquiry from German Accountant
“Being interested in the unification of international accountancy,
I have to occupy myself, in my dissertation, with the creation of a
uniform international basic chart of accounts.
“For that reason, I should be very obliged to you if you could send
me a model of a chart of accounts, stipulated or practised in the
U.S.A. at present.”

Our Opinion
Most of the uniform systems or charts of accounts which are de
veloped in the United States are published by trade associations and
are issued and recommended as a guide to the trade associations’
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memberships. The Institute’s library has a card file fisting references
to uniform charts of accounts, or manuals or systems of accounts for
several hundred different types of industries or business enterprises.
In the United States, there are no official charts of accounts or sys
tems codified and promulgated by statute for adaptation and use by
all types of enterprises, as we understand is the case in Germany and
France. However, the public utility sector of industry in the United
States (embracing aeronautics and communications, power, and trans
portation facilities) must utilize uniform systems of accounts pre
scribed by regulations of either state public service commissions or
Federal government administrative agencies (such as the Civil Aero
nautics Administration, Federal Communications Commission, Federal
Power Commission, and the Interstate Commerce Commission).
Although the Internal Revenue Code (Federal Income, Estate, Gift,
Excise and other taxes) and regulations thereunder, contains scores
of provisions dealing with the tax accounting for specific types of
transactions, the Code does not formulate and prescribe charts or sys
tems of accounts as such. Of course, one might effectively derive what
could be called a chart or system of accounts for U.S. corporate income
tax reporting purposes if one were to list appropriate balance sheet
and profit and loss statement item designations from Form 1120 which
is the tax return form filed by United States corporations.
Furthermore, the corporation statutes of most states, as well as
the regulations of specialized state agencies or commissions supervising
the practices of bank and insurance companies, contain provisions
which impinge upon, and definitely affect, the accounting treatment
and financial presentation of certain corporate transactions. None of
the state business corporation statutes codify a system of accounts
for use by ordinary industrial and commercial corporations. However,
the form and presentation of statements required to be filed periodic
ally with insurance commissioners in the many state jurisdictions,
have reached a substantial degree of uniformity. Doubtless, the
Manuals promulgated by the National Association of Bank Auditors
and Comptrollers, have effected a measure of uniformity in the ac
counting for banks. Similarly, the Federal Reserve Board and Home
Loan Bank Board regulations have had their impact on the accounting
practices of national banks and savings and loan associations.
We should also mention that Regulation S-X (together with the Ac
counting Series Releases) promulgated by the Federal Securities and
Exchange Commission, states the requirements applicable to the form
inquiry:
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and content of all financial statements required to be filed as part of
registration statements or annual reports under the Securities Act of
1933, Securities Exchange Act of 1934, and other related Acts. Regu
lation S-X does not contain or prescribe a chart of accounts as such.
Incidentally, if one were to amalgamate the contents of our Model
Business Corporation Act with the SEC’s Regulation S-X, the substan
tive result would be something quite similar to the British Companies
Act, 1948, with which you may be familiar.
Finally, we should state that although the American Institute of
CPAs issues Accounting Research Bulletins and Studies for the guid
ance of public accounting practitioners, nevertheless, the Institute
has never published or recommended any particular chart or system
of accounts.
In summary, the many uniform systems or charts of accounts in
this country have been developed, and recommended or prescribed,
by both private trade associations and governmental agencies. How
ever, we have no single enactment similar to the official charts of ac
counts recommended or prescribed in Germany and France.1

1 For whatever value or interest they may have in connection with your dissertation,
we cite the following references, all from British publications:
1. “Classification and Coding — Official Charts of Accounts in Germany and France,”
by K. S. Most [in The Accountant (England) for January 26, 1957, pp. 87-91].
2. “Uniform Accounting in France — The New Plan Comptable Generale,” by
K. S. Most [in The Accountant (England) for November 23, 1957, at pp. 594-6].
3. “Uniform Accounting in France — Le Plan Comptable,” by B. M. Berry [in The
Accountant (England) for February 26, 1949 and March 5, 1949, at pp. 157-61
and 176-80, respectively]. The latter discusses the Plan before the 1957 revision.
4. “Standardised Accountancy Considered Internationally,” by S. J. Lengyel [in
Accounting Research (England) Vol. I, January-October, 1950, pp. 133-41
(Cambridge University Press, Cambridge and Bentley House, London, England)].
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Background Reference Sources on
Accounting Research Bulletins

Inquiry 733
Background reference sources on Accounting Research Bulletins
“I am engaged in a study in depth of the Institute’s Accounting Re
search Bulletins. So that I can properly orientate my project and ob
tain as much background information as possible, will you refer me
to extra-official published source materials which, in your judgment,
best discuss the pros and cons of these Bulletins?”

The following specialized bibliography, prepared in response to
the foregoing inquiry, is being published here in the belief that it can
be of incalculable aid to persons interested in researching the back
ground of any one or almost all of the Bulletins.
The best source of references to extra-official discussions of AICPA’s
Accounting Research Bulletins is the Accountants’ Index. Fifteen
Supplements or volumes of this standard reference work, covering
practically the entire accounting literature in the United States for the
past 45 years, have been published by the Institute. The Index lists
references by author, title, and subject matter.
Two references which explain and offer sound comments on many
of the subjects dealt with in the Institute’s bulletins, are Montgomery s
Auditing (Ronald Press Co., N.Y., 1957) and Accounting and Re-

733

: inquiry

2140

BACKGROUND REFERENCE SOURCES

porting Problems of the Accounting Profession (Arthur Andersen &
Co., 1962).
The following specific suggestions as to references and sources may
be helpful:
1. Regarding unamortized discount, see under “discount — Bond”
in Accountants’ Index (5th Supplement).
2. On quasi-reorganizations, see Quasi-Reorganization, by J. S.
Schindler (Michigan Business Studies No. 5, U. of Michigan School of
Business Administration, Ann Arbor, Mich., 1958, 176 pp.). See also
L. H. Rappaport’s article “Earned Surplus After a Quasi-Reorganiza
tion” [in L.R.B. & M. Journal (Lybrand, Ross Bros. & Montgomery)
for Jan.-March, 1956, pp. 18-19].
3. Regarding depreciation on appreciation, see E. B. Wilcox’s
“Comments on Accounting Research Bulletin No. 5, Depreciation on
Appreciation” (in Addresses delivered at Accounting Clinic, Stevens
Hotel, Chicago, Central States Accounting Conference, May, 1941,
pp. 82-6).
4. On stock dividends, see:
a. “Corporate Accounting for Ordinary Stock Dividends,” by
H. W. Bordner (in Arthur Andersen Chronicle for July,
1942, pp. 139-44).
b. Statement on Stock Dividends dated October 7, 1943 (New
York Stock Exchange, 3 pp.).
c. “Accounting for Stock Dividends and Stock Split-Ups,” by
W. L. Schaffer (in Accounting, Auditing, Taxes, 1953, papers
presented at AICPA’s 66th Annual Meeting, pp. 144-50).
5. On income tax allocation, see:
a. “Treatment of Income Taxes in Corporation Income State
ments,” by Howard C. Greer (in The Accounting Review
for Jan., 1945, pp. 96-101).
b. “Accounting for Income Taxes,” by Anson Herrick [in New
Developments in Accounting (AICPA, 1946) pp. 3-8].
c. “Income Taxes and Intangibles — Two Significant Research
Bulletins,” by George O. May (in The Journal of Account
ancy for Feb., 1945, pp. 124-9).
d. S.E.C. Accounting Series Release No. 53 (in the matter of
“Charges in Lieu of Taxes”) [Securities and Exchange Com
mission, Philadelphia, Nov. 16, 1945, 34 pp.]. Printed in
The Journal of Accountancy for Feb., 1946, pp. 176-81.
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e. “Income Taxes in Financial Statements,” by Maurice Moon
itz (in The Accounting Review for April, 1957, pp. 175-83).
f. “Allocation of Income Taxes,” by Ralph S. Johns (in The
Journal of Accountancy for Sept., 1958, pp. 41-50).
g. “Income Tax Allocation,” by Willard J. Graham (in The
Accounting Review for Jan., 1959, pp. 14-27).
h. “Accounting Principles and Income Tax Allocation,” by
Weldon Powell (in The N.Y. CPA for Jan., 1959, pp. 21-31).
6. For some affirmative views on restoration to the balance sheet
of previously amortized costs of emergency facilities, see the state
ments by C. G. Blough, W. A. Paton, and E. B. Wilcox, in the April,
1947 issue of The Accounting Review. See also in the same issue, the
negative statements by H. C. Greer, E. L. Kohler, and E. A. Kracke.
For another discussion, see “Reinstatement in Accounts of Property
Charged Off for Emergency Facilities or Enemy Activity,” by C. O.
Wellington [in New Developments in Accounting (AICPA, 1946)
pp. 23-5].
7. On inventory pricing, see the articles by Herrick, McDevitt,
May, Nissley, and Stans listed under the heading “inventories — Valu
ation” at pp. 302-03 of the 7th Supplement to the Accountants’ Index.
See also the condensed statement of “tentative propositions on in
ventories” in the June, 1940 issue of The Journal of Accountancy, as
well as Parts I and II of a tentative statement on inventories by the
Research Department of the Institute which appeared at pp. 324-35
and 294-303 of the Oct., 1940 and April, 1941 issues, respectively,
of The J. of A. Of further historical interest in this connection are
(1) the report of a special committee on “Valuation of Inventories”
at pp. 122-32 of the Aug., 1936 J. of A., (2) the special committee’s
report to Council on “The Valuation of Inventory” at pp. 29-32 of
the Jan., 1938 J. of A., and (3) the memorandum on “The Last-in,
First-out Inventory Method,” by an Institute committee at pp. 310-14
of the Nov., 1938 J. of A.
8. On “Current Assets and Liabilities,” see the article with that
title by Anson Herrick in the Jan., 1944 issue of The Journal of Ac
countancy, pp. 48-55.
9. On income and earned surplus, see the articles by Chamberlain,
Conick, Grady, May, Nissley, Peloubet and Werntz listed under the
heading “statements, financial — Income” at p. 517 of the 7th Sup
plement to the Accountants’ Index. See also Five Monographs on
Business Income (pub. by Study Group on Business Income of
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AICPA, 1950, 271 pp.) and Business Income and Price Levels, an Ac
counting Study, by George O. May, Research Consultant of the
Study Group on Business Income, July 1, 1949 (AICPA).
10. On depreciation and high costs, see “Depreciation and the
Price Level; a Symposium,” by J. L. Dohr, W. A. Paton, M. E. Pelou
bet, W. H. Bell, H. C. Greer and E. L. Kohler (in The Accounting
Review for April, 1948, pp. 115-36).
11. Regarding accounting for pension plans, see “Accounting for
the Cost of Pensions — a Lien on Production,” by Arthur H. Dean [in
Harvard Business Review for July, 1950 (pp. 25-40) and for Sept.,
1950 (pp. 102-22)]. See also Brundage’s “Pension Plans from an Ac
countant’s Point of View” and Inglis’ “Accounting for the Cost of New
Industrial Pension Plans” in the Jan., 1950 (pp. 8-15) and July, 1950
(pp. 26-9) issues, respectively, of The Journal of Accountancy.
12. On business combinations, you will find material in Carman
G. Blough’s column in the following issues of The Journal of Account
ancy, viz., April, July, and Oct., 1949; April and June, 1950; April,
1952; Sept., 1953; and June, 1954; and Feb., July, and Sept., 1957. See
also the articles by May and Werntz in the April and May, 1957 issues
of The Journal of Accountancy. For still other articles, see Harvard
Law Review (Jan., 1959), Arthur Andersen Chronicle (April, 1958),
The N.Y. CPA for Oct., 1958, News Bulletin of the Massachusetts So
ciety of CPAs for June and Sept., 1957, and The Accounting Review
for Jan., 1958 and for April, 1959.
13. On stock options, see:
a. “Accounting for Stock Options Issued to Employees” (in
Accounting, Auditing, Taxes, 1953, papers presented at
AICPA’s 66th Annual Meeting, pp. 137-43).
b. “Accounting for Stock Options: Why Accounting Research
Bulletin No. 37 Was Revised,” by AICPA Research Depart
ment (in The Journal of Accountancy, for April, 1953,
pp. 436-9).
c. “SEC Proposes New Accounting Rule on Stock Options”
(in The Journal of Accountancy for April, 1953, pp. 503-05).
14. On long-term construction contracts, see “Conflicting Methods
of Accounting for Construction Contracts,” by E. B. Wilcox (in Con
troversial Areas of Accounting, papers presented at AICPA’s 67th
Annual Meeting, 1954, pp. 26-38); and an article, “Construction-Type
Contracts,” by AICPA Research Department (in The Journal of Ac
countancy for Dec., 1955, pp. 53-6). See also the pamphlet Audits of
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Construction Contractors [An AICPA Industry Audit Guide (1965):
Section I — “Generally Accepted Accounting Principles for Contrac
tors”; Section II — “Auditing in the Construction Industry”; Section
III — “Illustrative Contractor Financial Statements and Independent
Auditors’ Reports”].
15. Regarding earnings per share, see “The Calculation of Earn
ings Per Share” (in Carman G. Blough’s column in the Sept., 1955
issue of The Journal of Accountancy).
16. On consolidated financial statements, see the following:
a. “Some Problems Regarding Consolidated and Parent Com
pany Statements” (survey by AICPA Research Department,
in The Journal of Accountancy for Nov., 1953, at pp. 5706).
b. Survey of Consolidated Financial Statement Practices (by
AICPA Research Department, 1956, 31 pp.).
c. Consolidated Financial Statements, Supplementary State
ment No. 7 (published by American Accounting Associ
ation, 1954).

Valuable studies related to the Bulletins and published subsequent
to preparation of the foregoing bibliography are:
1. Contribution of the American Institute of Certified Public Ac
countants to the Development of Generally Accepted Accounting
Principles for Incorporated Business Enterprises, 1917-1962
(compiled by Staff of Accounting Research Division, AICPA,
1963).
2. A Tentative Set of Broad Accounting Principles for Business En
terprises, by R. T. Sprouse and M. Moonitz (Accounting Re
search Study No. 3, AICPA, 1962) .
3. Reporting of Leases in Financial Statements, by J. H. Myers
(Accounting Research Study No. 4, AICPA, 1962).
4. A Critical Study of Accounting for Business Combinations, by
A. R. Wyatt (Accounting Research Study No. 5, AICPA, 1963).
5. Reporting the Financial Effects of Price-Level Changes, by Staff
of Accounting Research Division (Accounting Research Study
No. 6, AICPA, 1963).
6. The Search for Accounting Principles — Today’s Problems in Per
spective, by Reed K. Storey (AICPA, 1964).
N.B. At press time, Accounting Principles Board Opinion No. 6 dealing with Status of
Accounting Research Bulletins (AICPA, October, 1965) was published.

733

: INQUIRY

Index

(All numbers herein refer to inquiry numbers)
Accounting Series Release No. 90:

A
Abstract and

land title business:

Application of Articles 4.04 and 4.05
of Code of Professional Ethics, 731
Accelerated

depreciation:

Disclosure of effect of change to, 164
Tax applicable to difference between
straight-line and; propriety of reflect
ing as additional depreciation rather
than as future tax liability, 337

Acceptances, or drafts:

Issued in payment of company’s trade
accounts and other current liabilities,
108

“Accountability” :

vs. “Liability” or “equity”; definitions
and distinctions, 134

Accountant’s lien:

on Client’s books and records, 714
Accounting

firms:

Organization and structure of multi
state partnerships, 698
Effect on number of tax returns
filed, 699

Accounting Research Bulletins:

Exposure to AICPA membership, 603
Extra-official comments and references
on; authority of AICPA’s, 733

Concordance of SEC and AICPA re
porting standards where inventory not
observed, 58

Accounting

systems:

Uniform; and international chart of
accounts, 732
Accounts payable:

(See also “Liabilities”; “Liability”;
“Loan, obligations”; “Loan payable”;
“Notes”; and “Notes payable’)
“Drafts” issued by company in pay
ment of trade, 108
to Subcontractors; offsetting against
contract receivables from state road
commission, 604
Accounts

receivable:

(See also “Notes receivable”; “Notes
receivable discounted”; and “Receiv
ables” )
“Cash collateral” account and as
signed; as security for loan payable,
140
Definitions of categories of delinquent,
567
Determination of experience rates for
age classification of; to estimate bad
debt provision, 568
Justifiability of reconciling to penny,
27

2145

2146

INDEX (All numbers herein refer to inquiry numbers)
Accounts receivable (continued):
“Ledgerless bookkeeping” system for;

shortage of detailed account data as
compared with general ledger control,
31
Valuation, for partnership buy-out
agreement purposes, 520
Writeoff, where books kept on cash
basis, 519
Accretion

and depletion:

Accounting for; where company op
erates timber properties on sustainedyield basis, 303
Accrual basis:

vs. Cash basis, and modifications there
of, 564
Date for recording dividends as re
ceivable; from standpoint of proper
application of, 227
Use of depreciation accounting and; in
statements of cooperative apartment
building, 695
Subdivider reporting taxes on install
ment method, but recording transac
tions in books on; computing deferred
tax liability in loss years, 324
Accrual-basis

statements :

for Cash-basis taxpayer:
Computing deferred tax liability in
loss years, 324
Manner of presentation of tax lia
bility, 321
Propriety of preparing, 93, 94
Propriety of recognizing deferred in
come tax liability, 322
Tax liability therein and CPA’s opin
ion thereon, 320
Deferred tax applicable to installment
sales reflected in, 323
Reporting on governmental units’ cashbasis and, 66
Accrual of income:

(See also “Accruals” infra; “Income”;
and “Recognition of income”)
vs. Deferral; commission or premium
on construction advances by savings
and loan association, 648 (See also
649, 657; and cf. with 220)
by Joint venture, 596
on Sales of money orders; where based
on statistical experience as to redemp
tions, 229
Accrual

vs. installment method:

of Recognizing income; real estate
sales where payments deferred over
ten to twenty years, 629
Accruals:

(See also “Deferred revenues”; “In

come”; “Installment method”; “Lia
bilities”; “Recognition of income”; and
“Unearned discount or interest”)
Adjustments in cash-basis balance sheet
to reflect, 189
Bonus, under deferred compensation
plan; tax allocation, 305, 306
of California franchise tax, 332
of Costs and income; contractor in
stallation of industrial signs and main
tenance service, 612 (See also 611)
for Interest earned but uncollected,
and amortization of bond premium or
discount; health, welfare, and pension
funds, 544
for Interest receivable and payable;
assessment fund of municipality, 684
for Interest receivable and payable; is
failure of small loan company to re
cord, contrary to generally accepted
accounting principles?, 88
for Interest receivable and payable;
feasibility, for banks?, 661
for Non-contested portion only; where
real estate taxes assessed and paid, but
claim for partial refund filed, 246
Provision for past service pension costs;
prior to formal adoption of pension
plan, 171
Utility’s failure to record all year-end;
necessity for disclosure, 667
Accumulated earnings :
(See “Deficit”; “Earned surplus”; and
“Surplus”)

Acquisition:

(See also “Business combination”;
“Exchange”; “Installment purchase”;
“Merger”; “Pooling of interests”; and
“Purchase”)
where Acquired company has made
substantial profit on sales to uncon
solidated subsidiary of acquiring com
pany, 438
of Business; where additional stock
issuance and cash payment dependent
on future earnings, 434
Common and new convertible pre
ferred stock issued for minimum of 80
per cent of common stock of acquired
subsidiary; preferred stock of latter
retired, but minority interest remains
outstanding, 437
Company with substantial deficit; pro
priety of quasi-reorganization either
before or after pooling, 186, 439
Constituent having 50 per cent stock
ownership interest in other constitu
ent prior to obtaining 100 per cent
interest, 436

Distinguishing between accounting ef-
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fects (balance sheet and income state
ment) of purchase and pooling, 433
by Donation; nature of transaction, 429
of Installment obligations for stock;
Section 351 transaction, 395
by Issuance of company’s own stock;
nature of, as transaction, 429
Methods of business combination or,
430
of Property for preferred and common
stock, at organization; reacquisition of
preferred and common as unit, fol
lowed by use of cash and common
treasury shares to acquire stock of
subsidiary, 444
of Property for stock; status of surplus
accounts and availability for dividends,
435
of Subsidiaries in pooling; reflection of
stock discount, where new stated capi
tal exceeds sum of old stated capital
and surplus accounts, 441
of Subsidiary with potential carryback
refund; computation of acquisition sur
plus and reflection of tax liability in
consolidated statements, 512
Upstream or downstream merger; is
upward restatement justified?, 432
Acquisition

and Property; in consideration of pay
ment of annuity for life, 406 (See also
150, 407)

Setting up capital stock and operating
rights on books, upon, 447
Treasury; for use as bonus compensa
tion, 405

adjustments account:

Disposition of balances in plant; and
generally accepted accounting princi
ples, 663
Reconciling account number 100.5
(uniform system for gas companies)
with paragraph 7 of Accounting Re
search Bulletin No. 51, 497
“Acquisition of business”:

vs. “Acquisition of assets”; distinguish
ing, for purpose of an 8-K filing, 76
Acquisition costs:

Attributable to investment in subsidi
ary; propriety of capitalizing, 121, 122
or Financing costs incurred in connec
tion with “pooling”, 404
Fixed assets acquired by real estate
syndicate, 515
Acquisition

by another corporation subject to same
common control, for cash; purchase,
pooling, or dividend?, 457
Distribution of appreciated property
to effect, 423
Followed by liquidation or merger of
subsidiary several years thereafter, 448,
449
Followed by liquidation or merger;
where underlying book value exceeds
investment cost, 450
by Issuance of preferred stock with
sinking fund requirements for redemp
tion thereof, 445
Partly with funds loaned by subsidiary
acquired; followed by liquidation six
months later, 451
with Proceeds of loan from third par
ty; presentation of investment and loan
payable, where acquired stock pledged
as sole security, 442

date:

in Preparing consolidated statements;
must closing date for purchase of sub
sidiary’s stock be deemed?, 508
Subsidiaries unaudited at; effect on
CPA’s opinion, when included in con
solidated statements, 498
Acquisition of stock:

Capitalizable costs in connection with,
121, 122
of Commonly-controlled corporations,

Actuarial computations:

or Statistical material established by
data processing center; extent of reli
ance by CPA for special-report pur
poses, 82
Actuarial liability:

Annuity payable to former stockhold
er; propriety of corporation’s providing
for, 150
Calculation not made at interim date;
reporting on interim balance sheet of
fraternal insurance company, 552
Distinguished from accounting liabil
ity, 149 (See also 148)
Payments to be made during life ex
pectancies of joint sellers of real estate;
propriety of purchasers’ reflecting in
balance sheet, 151
Pension benefits; presentation in state
ment of pension trust fund, 553
Transfer of property to corporation by
widow subject to annuities payable for
life, 117
Adjustments:

(See also “Acquisition adjustments ac
count” )
Amortization of leasehold improve
ments, where renewal option exer
cised, 192
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Adjustments (continued):

and Computations, regarding partners’
capital accounts, 522
Correction of excessive accumulated
depreciation, 314
Cost of redeeming scrip certificates;
treatment as promotion expense or as
sales, 234
Cost of sales of foreign subsidiary; to
earmark or extract loss on exchange
fluctuation, 237
Discrepancies between physical and
perpetual inventory, 267
of “Dollar-linked” obligations and out
standings; devaluation of Israel pound
as post-balance-sheet-date event, 174
Emergency facilities amortization; on
retroactive basis, 191
Failure to charge depreciation on ap
preciation in prior years, 468
Failure to record donated assets; pre
mature chargeoff of assets, 190
Final month; where inventory taken
one month prior to year-end, 25
Inclusion of overhead in inventories
for first time; tax allocation where ad
justment made for both book and tax
purposes, 265
Indemnification payment from apprais
al company; applied as reduction of
treasury stock cost, 414
Interim engagements, manner of mak
ing, 196
for Inventory, at end of fiscal period,
when determining cost of sales, 268
Liabilities of foreign subsidiary; to
compensate for devaluation of Cana
dian dollar, 513
in Loss year, of deferred tax liability
account; and reflection of carryback
refund, 319 (See also 316, 317, 318,
324)
when Preparing special-purpose state
ments; for purchase and sale of a
business, 187, 188
Quasi-reorganization simultaneous with
pooling of interests, 186
to Record storage income receivable
and reduce depreciation reserves; for
special-purpose balance sheet, 295
to Reflect accruals in cash-basis bal
ance sheet, 189
Reinstatement of inventory; tax allo
cation aspects, 263
Reserve for depreciation in excess of
equipment account, 666
Retroactive, for stock dividends, 350,
361 (Cf. 349)

Retroactive accounting, nature of, 184
Sales; for difference between proceeds
of installment receivables sold, and
unpaid balances thereof, 631
Shortage or overstatement of inven
tory; financial presentation of correct
ing entry, 277
of Unearned discount; to provide for
consistent treatment, upon merger, 185
Administrative

expense:

(See “General and administrative ex
pense”)
Administrator:

CPA’s maintaining accounts and re
porting on welfare fund; where he also
acts as fund, 722
Advance billings:

Advertising agency, made substantially
in advance of date of publication, 219
Advance

royalties:

Accounting for, 224
Advances :

(See also “Contributions in aid of con
struction” and “Third-party advance”)
to Corporation by new stockholder;
for purchase of old stockholder’s
shares, 421
Made by wholesale grocer to inde
pendent retail outlets; current vs. noncurrent balance-sheet classification, 100
Premium or commission on construc
tion loan; current accrual vs. deferral
by savings and loan association, 648
(Cf. with 220)
Advances

on contracts:

(See also “Contract” and “Progress
billings”)
Distinction between progress billings
and, 599
Payments received on equipment or
dered, or in process of manufacture,
135
Adverse opinion:

Arbitrary variation of retail method of
inventory pricing, 251
where Assets periodically appraised
and no depreciation on appreciation
recognized, 479
Transfer of building of affiliated pro
prietorship; determination of status of
stock issued and carrying value of
building, 465
Advertising agency:

Billings made substantially in advance
of date of publication, treatment, 219
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Advertising billboards

or signs:

Erection, maintenance, and “leasing"
contracts; true lease vs. conditional
sale?, 611, 612
Advertising

contracts :

Written by agent; time of recognizing
commissions as revenue, 87
Advertising and promotion:

Antennae installation in viewers’ homes
by TV station; treatment as develop
ment expenditures or prepaid, 128
Campaign; implemented by distribu
tion of treasury shares, 417
Capitalizing costs of promoting and
building magazine’s circulation, 124
Display homes on premises of sales
agency and erection contractor for
“shell” homes, 247
Furniture display stock, used by in
terior decorating company, 282
to Maintain or increase circulation;
propriety of deferral to future periods,
125
Payments by utility to developer for
constructing all-electric homes, 675
Redemption of scrip certificates; treat
ment as sales adjustment or as, 234
Sales made for special purpose of at
tracting customers; income statement
presentation, 210
Advertising, publicity, and promotion
expense:

Definition of and distinction between,
559

Advisory services:

Payments to retiring corporate officer
for agreement not to compete and for
future, 143

Aged,

home for:

Merging financial presentation of build
ing and plant funds, 547
Providing liability or reserve for fu
ture support of members, 149
Transferring securities between funds
at current fair value, 550
Agency:

Billings in advance of publication, by
advertising, 219
Paying commissions to officer-directorstockholders of life insurance company
from which commissions were received;
disclosure in insurance company’s
statements, 169
Agent

vs. independent contractor:

Proper accounting presentation of film
sales and processing costs, 213
Aging of accounts receivable:

where Accounts kept on cash basis,
519
Determining experience rates for aged
classifications, to estimate bad debt
provision, 568

Aging of merchandise:

Affiliate :

or “Affiliated company”; definitions of,
65
Balance-sheet presentation of amount
due from, 164
Building constructed by proprietor
ship; for corporation owned by pro
prietor and with funds borrowed by
corporation; determination of proper
carrying value for building, 465 (See
also 466)
Conditional sales contracts assigned to;
with subsequent reassignment to fi
nance company, 159
Rebate on equipment purchased
through corporate; treatment of rebate,
112
Affiliates

dated group has significant transac
tions with substantial number of un
identified, 63
Excess of subsidiary’s investment cost
over underlying equity of acquired;
deducted from preferred stock of sub
sidiary in consolidated statements, 445
and Other related interests; disclosure
of transactions and appropriate de
scription of significant balances, with,
64, 65
Transfer of income and assets between
non-profit organizations, by board res
olutions, 551

and subsidiaries:

Disclaimer of opinion; where consoli

and Arbitrary reductions of cost, in
connection with use of retail inventory
method, 251

Agreement not to compete:

Accounting for costs of, 144
Corporate commitment to pay monthly
amounts for five years to retiring presi
dent, for, 143
Aircraft parts

manufacturer:

Pricing of inventory in job lot shop,
255

Air

force exchange facilities:

Allocation of depreciation to individual
income-producing facilities, 296
Airplane sales:

Accompanied by issuance of $1,000
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Airplane sales (continued):

promissory notes to customers, reflect
ing liability therefor, 145
Airports:

Propriety of use of depreciation ac
counting for facilities of municipal,
686
Alimony payment:

Based on “annual net income” of indi
vidual, 230

Allocation :

(See also the several keywords com
mencing with “Cost”)
“Basket purchase” of business assets,
446
Cost of operating supplies, tools, and
grinding wheels, to operations, 579
Costs of foundry operations; inade
quacy of product weight as basis, 257
Dam construction and general devel
opment costs incurred in creating lake
reservoir, to income-producing facili
ties and water supply contract, 577
of Depreciation; to individual incomeproducing air force exchange facilities,
296
of Excessive labor costs on commer
cial business, to renegotiable govern
ment contracts, 593
General and administrative expense, to
uncompleted contracts; where com
pleted-contract method in use, 585
General- or home-office expenses of
construction company, to in-process
and suspended contracts, 584
Intercompany costs and billings, 495
Manufacturing overhead; use of blan
ket or plant-wide, vs. multiple rates,
589
Patents acquired by lump-sum pur
chase; amortization and, 506
Photographic equipment costs; where
same equipment is both leased and/or
sold, 298
Production costs of cannery; to cost of
sales and ending inventory, 258
Rental costs, to fiscal periods on “bene
fits received,” rather than “period
charge” basis, 241
Stock and bond issue costs; issuance
of bonds and stock as “package”, 400
Treasury stock, both preferred and
common, acquired for lump sum, 444
Allocation of

taxes:

(See “Tax allocation”)
Allowance :

(See also “Depreciation reserve” and

“Reserves”)
for Doubtful accounts; is provision
necessary, where repossessions prompt
ly and profitably resold?, 236
Estimated loss on uncompleted tooling
contract, 587
Amortization:

of Appraisal increment; segregation
and separate presentation of portion of
deficit representing cumulative, 379
Combined maintenance and capital
costs, 299
Cost of “insurance renewals” pur
chased, 129
Emergency facilities, propriety of retro
actively adjusting, 191
Goodwill; should current charges be
made to earned surplus rather than to
profit and loss?, 449
Initial operating losses of consumer fi
nance company's newly-opened branch
es, 642, 643, 644
Leasehold improvements, where re
newal option exercised or new lease
extending term executed, 192
Method of interest; to be used when
preparing special-purpose statements
for purchase and sale of business, 187
Patents acquired by lump-sum pay
ment; methods of allocation and, 506
Payments to trustee for retirement of
bond indebtedness; plant fund, 541
of Research and development costs;
CPA’s responsibility re deferral and,
319
Unallocated excess of cost of parent’s
investment over underlying assets of
subsidiary, 496
of Waterline carrier’s ship mortgages,
out of current contract receipts; im
practicability of applying working cap
ital concept, 617
Amortization

and accumulation:

of Premium and discount on bonds
held as investment, 543, 544, 680
Analysis :

of Some basic transactions; distribu
tions, sales, purchases, exchanges, ac
quisitions by donation and by issuance
of company’s own stock, 429
Animal

by-products industry:

Accounting for; inventory of mink
hides and furs, 23
“Annual net income”:

Computation of individual’s for pur
pose of alimony payment, 230
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Annual

rate of pay:

Conversion to hourly rate in connec
tion with computer installation, 569
Annuity payments:

Commitment by corporation to make
lifetime; retirement of stock and ac
quisition of property, 406
Commitment by corporation to make
monthly; covenant by retiring presi
dent not to compete, 143
Purchase of stock; propriety of pro
viding for actuarial liability, 150
for Real estate; during life expectan
cies of joint sellers, 151
Retiring stockholder, 407
Transfer of properties; what cost to re
cord?, 152
Transfer of property to corporation by
widow subject to life, 117
to Widow; in return for deceased hus
band’s stockholdings in corporation,
148
Anticipation :

EOM dating and other credit terms,
566

Anticipation of income:

Giving asset status to prospective tax
carryforward credit, 326
Apartment building:

(See “Cooperative apartment build
ing”)
Appraisal

company:

Recovery of overpayment for treasury
stock from, 414
Appraisal surplus:

(See also “Depreciation on apprecia
tion”; “Surplus”; and “Upward re
statement” )
or Appreciation reflected by subsidiary
on investment of lands in joint venture;
parent company elimination thereof in
consolidation, 491
Disposition of unrealized, 470
Elimination of; as result of recapitali
zation, 478
Realized by disposition of assets; may
increment or gain be deemed part of
dividend base?, 469
Recognition of, based on recording of
net value of executory contract, 89
Resulting from writeup of assets de
spite deficit, 482
Writeoff of deficit arising from divi
dend payments exceeding earned sur
plus, against, 340
Writeup creating; some reflections on

implications, 462

Writeup followed by recapitalization,
477
Appraisal

value:

(See “Upward restatement”)
Appreciated

property:

Distributed in partial redemption of
company’s own stock, 423
Donation of, how to record on donor’s
books, 487
Appreciated

securities:

Acquisition of treasury stock in ex
change for, 422
Distributed as dividend-in-kind, 346
Appreciation :

(See “Appraisal surplus”; “Deprecia
tion on appreciation”; and “Upward
restatement”)
Architect’s plans

Impropriety of
scrapped, 132

and specifications:

deferring

loss

on

Area Redevelopment Administration:

Lease-purchase agreements under loan
program of, 622
Arrangement:

under Chapter 11 of Bankruptcy Act;
must capital surplus arising therefrom
be continuously designated as to its
origin?, 377
Assessment fund:

of Municipality; accrual of interest re
ceivable and payable, 684
Asset-contra

method:

of Treating deferred tax on difference
between accelerated and straight-line
depreciation, 337
Asset status:

(See also “Future interest”; “Good
will”; “Long-term leases”; and “Loss
carryforward credit”)
Capitalization of leasehold, based on
anticipated profits, 116
of Collateral received by pledgee;
cash advance by third party, serving
as collateral, 139
Contract acquired for stock issued up
on organization; valuation and amor
tization thereof, 394
Deferred pre-operating expenditures,
131
Executory contract for sale of gas; re
cording value of, with corresponding
recognition of appraisal surplus, 89
Finance companies’ initial operating
losses, 642, 643, 644
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Asset status (continued):

Fixed asset jointly owned by husband
and wife, and used in sole proprietor
ship business, 527
Funds held in trust by others for bene
fit of college or university, 539
Insurance agency; does change in form
of legal entity doing business warrant
recording of “goodwill”?, 130
Land purchase contract transferred for
stock, upon organization of corpora
tion, 392
Mailing lists; valuation and, 576
Merchandise furnished distributor “on
ledger balance”, 283, 284
Payments for perpetual care, made by
labor union, 133
of Potential tax operating loss carry
forward, 326
of Real estate and notes held in trust;
in balance sheet of charitable founda
tion, 554
Rentals prospectively receivable by
lessor, 607
Reversionary interest:
in Real estate, 119
Securities transferred to trust for
term of years, 207
Sales of prepaid funeral arrangement
plans; trusts set up to fund company’s
contractual commitments, 209
Scrapped architectural plans; impro
priety of capitalizing costs of, 132
of Share in corpus; where college or
university is income beneficiary but
has no vested remainder in corpus of
trust, 540
Assets-in-kind

distributions:

Appreciated property, as dividend, or
to effect acquisition of company’s own
stock, 346, 423
Stock of spun-off corporation, 460 (See
also 364)
Valuation date required to be used by
executor of estate, 365
Assigned receivables:

and “Cash collateral” account; as se
curity for loan payable, 140
CPA’s disclosure responsibility in con
nection with, 178
Assignment:

Chattel lease, accounting for, 614
Conditional sales contracts to affiliated
corporation for reassignment to finance
company; disclosure of contingent lia
bility in connection with, 159
Future rentals and/or installment pay

ments as security for bank loan, bal
ance-sheet presentation, 607
of Land purchase contract; issuance of
stock in consideration of, 392
of Lease rentals, and mortgage; as
security for loan obtained by realestate-holding subsidiary, 146
of Manufacturer’s representative con
tract, for stock of newly-organized cor
poration, 394
of Reverter rights to building, where
time of reversion uncertain; when
should depreciation commence?, 208
Attachment:

Joint venture bank accounts, balancesheet treatment of funds received as
collecting agent for joint venture, 136
Attest function:

Reporting responsibility, in cases of
upward departure from cost, 467
Attorney and CPA:

Dual practice as, 731
Who should undertake to research par
ticular tax question?, 730

Audit :

Adherence to fourth reporting standard.,
where no performance of, 78
of Canadian subsidiary, and reporting
thereon, by U.S. CPA, 57
Conducted by ex-partner who is direc
tor of client, independence?, 727
by CPA who maintains the books and
records being audited, 721 (See also
75)
of Estates and trusts; extent of use of
CPAs by courts, 712
Inadequacies in predecessor CPA’s;
disclosure to receiver-trustee in bank
ruptcy, 728
Liabilities by CPA firm, assets by
bank examiners; may CPA express
opinion on balance sheet only?, 56
Undertaken jointly, upon purchase and
sale of business, 708
by CPA”:
when Firm composed of certified and

“Audit

non-certified accountant, 95
procedures : 1-45
(See also “Extended audit proce
dures” )
Animal by-products industry; inven
tory control and count, 23
Audit program in examining licensee’s
records to verify royalties paid to cli
ent (licensor), 5
Authorized, issued, and outstanding,

Audit
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capital shares, 15
Cash reconciliations where bank state
ments end on dates other than calen
dar month-end dates, 1
Cattle ranch operation; practicability
of inventory observation or confirma
tion, 18
Check and control of concessionaire’s
sales punched on register by discount
house cashier, 34
Client’s assets held by trustee or cor
porate fiduciary, 9
Control over cashing of checks drawn
by customers, 33
Control of funds collected in church
offering plates, 36
Control and verification of income
from vending machines to which loca
tion owner is entitled, 35
Department store; cycle billing of re
ceivables, 43
Disclosure of “authorized” number of
shares, 16
Farmers’ cooperative elevators, 30 (See
also 29 infra)
Grain company storing substantial
quantities of grain in elevators for ac
counts of others, 29 (See also 30
supra)
Internal budgetary control; by use of
purchase commitment register or jour
nalizing of purchase commitments, 32
Inventories of large integrated broiler
and turkey farm corporation, 20
Inventory of assets transferred to testa
mentary trustee by executor, 10
Inventory of hens and pullets; feasi
bility, 21
Inventory of new, used, and over
hauled office machines, 26
Inventory taken by outside specialists,
37 (See also 38 infra and 39 under
“Auditors”)
“Ledgerless bookkeeping” system for
subsidiary accounts receivable; detail
shortage as compared with general
ledger control, 31
Livestock placed with independent con
tractors during growing period, 19
Monies paid to corporation president
for purpose of making awards; con
firmation with awardees, 2

Monthly adjustments; manner of mak
ing, 196
Mortgage servicing company; confirma
tion of serviced loans, 3
Necessity for making bin soundings or

weighing up grain in storage, 28
Necessity for minimum; in connection
with credit union run by client’s em
ployees, 11
Necessity of physical verification of
collateral of consumer finance com
pany, 12
Observation and testing not carried
out with respect to branch inventory,
24
Physical inventory one month prior to
year-end; when no cost system or per
petual inventory in use, 25
Real estate title verification, 14
Repossessed laundry stores, 13
Revenues of newspaper publisher; pro
priety of rotating as between years, 45
Rotation or “cycling” of confirmation
and other, 44
Royalty payments; practice by licensorand licensee-companies, 6
Sales and rentals payable under per
centage leases, 7, 8
Securities count by state treasurer
serving on board of managers of pub
lic employees’ retirement association,
40
Service stations; limited or selective
observation of inventories, 22
Special examination of methods, con
trols, and procedures used by outside
grocery inventory specialists, 38 (Cf.
37 and 39)
Undertaken by officer-stockholder of
client; on installment receivables of
chain stores, 42
Uninsured inventory held on consign
ment, 176
Unpaid stock subscriptions; where af
filiated brokerage concern acts as sales
agent, 17
Verification of royalties paid by licen
see to CPA’s client; and ethical con
siderations, 4
Audit report:

(See “Report or opinion”)
Audit reporting

standards:

(See “Report or opinion”)
Auditors :

(See also “Reliance by CPA”)
Inventories of supermarket taken by
internal; extent of CPA’s reliance, 39
(Cf. with 37, 38)
Presence of internal; at physical inven
tory-taking, 27
Reliance on other, 41, 55
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“Authorized” capital stock:
CPA’s responsibility where shares is
sued are in excess of, 15

Necessity for auditing and/or disclos
ing in balance sheet, 16

audit:

(See “Audit”; “Audit procedures”;
“Auditors”; and “Report or opinion”)
Balance sheet, personal:

Auto dealers:

Interunit transfers of labor and parts,
at amounts in excess of cost, 238
Auto

approach to, 617
Balance-sheet

parts distributors:

Entrusted with goods on “ledger” or
“frozen” balance; is consignment in
volved?, 283, 284

Auto rental company:

Treatment of autos held for rental in
balance sheet of, 619
Auto service stations:

Depreciation of; factors determining
useful life, 297
Automobile :

Used partly for business and partly
for pleasure; depreciation, on proprie
torship books, 528
Automobile lease agreements:

Balance-sheet presentation by lessor,
609

Awards :

Substantial cash disbursement by cor
poration to its president, for ostensible
purpose of his making dealer, 2

Disclosure therein of pledged status of
stock, 161
Bank: 656-661

Accrual of interest expense and in
come; feasibility, 661
Balance-sheet presentation where re
serve for bad debts excessive, 660
Creating valuation reserves by charges
to undivided profits account of, 659
Discount on mortgages purchased im
mediately recognized as income; im
propriety, 657
Embezzlement loss resulting in clos
ing of; how treat post-balance-sheetdate event on depositor’s financial
statement?, 101
Improper credit to undivided profits
account on initial issuance of stock;
necessity for reclassification, 658
Loan and deposit accounts of; cycling
of confirmations, 44
Year-end in-and-out transaction with;
disclosure, 175
Bank

agreement:

for Financing of securities dealer’s
purchases of municipal bonds, 138
Bank

B
Bad

debt provision:

Determination of experience rates for
classifications of aged accounts receiv
able, to estimate, 568

Bad

debt allowance or

“reserve”:

Establishing partially, out of deferred
interest income on loans made, 640
Savings and loan association, 652
Treatment in balance sheet of bank
when excessive in amount, 660
Bad

debts :

(See “Doubtful or uncollectible ac
counts” )
sheet: 69-71; 99-218
Amount of audit work necessary to ex
press unqualified opinion limited to, 70
Presentation of, unaccompanied by oth
er basic financial statements; opinion
confined to, 69, 73 (See also 56, 71,
86)
Proper role or function of, 379
“Working capital” vs. “public utility”

Balance

examiners:

Audit of liabilities by CPA firm, and
verification of assets by; may CPA
express opinion on balance sheet only?,
56
Bank holding

companies:

Nature of CPA’s report on, 656
Bank officer:

Insistence on use of appraisal figures in
financial statement by; CPA’s report
ing responsibility, 483
Bank

overdrafts:

Balance-sheet presentation and treat
ment of, 137
Bank

statements:

Bad debt provisions and general re
serves of savings and loan associa
tions, 652
Reconciliation of month ending other
than calendar month-end, 1

Bankruptcy:

Limitations of CPA’s testimony on pro
prietorship accounts, when engaged by
trustee in, 531
Reorganization under Chapter 11;

INDEX (AU numbers herein refer to inquiry numbers)

must capital surplus arising therefrom
be continuously designated as to its
origin?, 377
Resulting from embezzlement of brok
erage firm; propriety of disclosing to
receiver-trustee, predecessor CPA’s in
adequate audit work, 728
Bargain leasehold:

Propriety of capitalizing, 116
Bargain

purchase:

Writeup of assets based on, 475
Basic

Basis :

Accrual vs. cash, 564
purchase” of business:

Requirements re allocating cost of, 446

Beneficiary’s

share:

of Trust income; propriety of deferred
tax accounting in determining life, 338
“Benefits received”:

vs. “Period charge” basis, of allocating
rental cost or expense, 241
Bequest:

(See “Donation”; “Gift”; and “Gifts,
grants, and bequests”)
Billboards

and signs:

Contracts for erection, maintenance,
and “leasing” of outdoor advertising;
true lease vs. conditional sale?, 611, 612

Billings:

by Advertising agency; in advance of
publication in media, 219
Cycling of department store receiva
bles; audit procedures, 43
in Excess of costs of uncompleted
contracts; current liability or deferred
profit?, 599, 600, 601, 602, 603
Intercompany costs and; allocation
thereof, 495
Blanket

or plant-wide rates:

vs. Multiple rates, in allocating manu
facturing overhead, 589
Blue
mula:

Cross

discount:

(See also “Bond issue costs” and
“Bond premium and discount”)
Arising from issue of bonds to finance
construction, 679
Unamortized; what constitutes a “re
funding” for purposes of chapter 15,
Accounting Research and Terminology
Bulletins?, 244

cost-reimbursement

Containing restriction upon payment
of dividends; computing “consolidated
net income” for purposes of, 231
Bond

interest coupons:

Methods of handling canceled, 291
Bond issue costs:

transactions:

Guide for analysis of; distributions,
sales, purchases, exchanges, acquisi
tions by donation and by issuance of
company’s own stock, 429

“Basket

Bond

Bond indenture:

stock:

of Merchandise, consigned or furnished
to distributor “on ledger balance”;
should liability be recognized?, 283,
284
of Reconditioned oil burner controls;
accounting for, 274
Basic

Treatment of cost of demolishing
building on acquired land, 115, 171

for

Attributable to portion of debenture
issue unsold and withdrawn from reg
istration; accounting disposition of un
amortized, 245
or Discount, and depreciation; treat
ment by county bridge commission,
288
Stock issue expense, allocation of; issu
ance of bonds and stock as “package”,
400
Bond

premium and discount:

Investments held by university; neces
sity or propriety of amortizing and
accumulating, 543 (Cf. 544 infra, and

680)
Accruing interest earned but uncol
lected and amortizing; in pension and
health and welfare funds, 544
Bond

sinking fund:

in Hands of trustee; accounting in
plant fund for payments made into,
541
Bonds:

(See also related keywords supra-, and
“Debt”; “Debt service requirements”;
“Investment”; “Marketable securi
ties”; “Notes”; “Securities”; and “Sub
ordinated debt”)
Amortization payments to trustee; plant
fund, 541
Exchange of bonds for; followed by
sale thereof, and purchase of other
bonds with proceeds, 682
General obligation, of municipal util
ity; where latter pays only part of debt
service, 291
Issued in connection with sales of air
planes; reflecting liability for, 145
Low-grade or defaulted, use of invest-
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Bonds (continued):

ment loss reserves for; or for securities
suffering a market decline, 545
Municipal; purchases by securities
dealer financed by local bank, 138
Ordinance governing issue of munici
pal; CPA’s resort to findings of engi
neer, 68
Propriety of deferring loss on sale of,
to offset against future years’ interest
earnings, 681
Redeemable in preferred stock at op
tion of issuing corporation; propriety
of including in stockholders’ equity,
153
Bonus

accrual:

(See also “Compensation”)
under Deferred compensation plan; tax
allocation in connection therewith,
305, 306
Bonus

compensation:

Issuance of stock as; treatment of treas
ury stock purchased to effectuate plan,
405
Book

value:

Computation of, 570, 571
Construction contractor; determination
of, for purpose of settling estate mat
ter, 605
Deceased partner’s interest; determi
nation by “usual accounting practices”,
523
Decedent’s shares; computation and
income tax allocation in interim state
ments, 330
Depreciable and non-depreciable as
sets in excess of tax basis, resulting
from involuntary conversion; and tax
allocation problems in connection
therewith, 307
Net worth; preparation of specialpurpose statements in connection with
purchase and sale of business, 187, 188
Use of terminology, 426
Books

of account:

Must financial statements agree with?,
93
Books and records:
Audited by CPA who maintains same,

721
CPA’s lien on client’s, 714

Borrowing :

by Corporation, of its own stock; and
subsequent sale thereof, 420
by CPA; substantial amount from cli
ent, 726
of Money to pay dividend; resulting in
increased deficit, 482

by Partner in personal capacity; loans
and advances, or capital, if turned over
to partnership?, 514 (See also 525)
Boy Scout Council:

Use of appraisal values in financial
statements, 486
Branch

offices:

Initial operating losses of; impropriety
of finance company’s deferring, 642,
643, 644
“Break-even”

inventory :

or “Statement of inventory required to
break even”, 278
Bridge :

Constructed with bond issue proceeds
by county commission; treatment of
depreciation and bond issue expense
or discount, 288
Broker-dealer in securities:

Deficient internal control and inade
quate records; does CPA’s compiling
and recording transactions preclude his
rendering report to SEC?; charges for
confirmation of in-transit items by
transfer agents, 75
Municipal bond purchases by; financing
by local bank, 138
Purchases and sales by; where settle
ment date occurs subsequent to fiscal
year-end, 182
Budgetary

control purposes:

Recording commitments as expenses
for, 32
Budgetary

or equalization reserves:

for Deferred maintenance and repairs,
239
Budgets :

or Projected earnings statements; CPA’s
report or opinion language for, 81 (Cf.
82)
Rate per patient hour, and projected
cost per office call; medical practice,
578

Builder:

(See “Contract”; “Contractors”; and
“Homes”)
Building:

(See also “Cooperative apartment
building”)
on Acquired land; treatment of dem
olition costs, 115
Constructed by affiliated proprietor
ship for corporation owned by proprie
tor with funds borrowed by corpora
tion; determination of proper carrying
value, 465

Constructed by client for own use;

INDEX (AU numbers herein refer to inquiry numbers)

impropriety of writeup to “fair value”,
464
Constructed by parent for subsidiary
and billed at amount exceeding cost,
466
Entrusted for ten-year term; asset sta
tus of reversionary interest and meas
urement of value, 119
Erected on land of one corporation by
another corporation agent or lessee,
treatment of mortgage on, 517
Excessive costs incurred in construc
tion of, 111
Building and

Business separation:

Accounting aspects of, 459
Feasibility of distribution to complete;
where value of spun-off corporation’s
stock exceeds spinning-off corporation’s
net assets, 460
Three-years’ income statement presen
tation for SEC registration purposes,
after, 461

plant funds:

Bond amortization payments to trustee,
541
Fund-raising costs of hospital’s special
campaign, 536, 537
Home for aged, propriety or usefulness
of merging presentation of, 547
combination: 429-447
(See also “Acquisition”; “Combined
statements”; “Exchange”; “Merger”;
“Pooling of interests”; and “Purchase”)
where Acquired company has made
substantial profit on sales to uncon
solidated subsidiary of acquiring com
pany, 438
where Additional stock issuance and
cash payment dependent on future
earnings, 434
Constituent having 50 per cent stock
ownership interest in other constitu
ent prior to acquiring 100 per cent in
terest, 436
Distinguishing between accounting ef
fects (balance sheet and income state
ment) of purchase and pooling, 433
Exchange by parent of subsidiary’s
stock, for stock of publicly-owned cor
poration engaged in, 443
where Merged company has substan
tial deficit; propriety of quasi-reorgan
ization either prior to or subsequent to
pooling, 439
Methods of acquisition or, 430
Net assets acquired for stock; status
of surplus accounts and availability
dor dividends, 435
where New stated capital exceeds sum
of old stated capital and surplus ac
counts; reflection of stock discount, 441
Parent and subsidiary (liquidation and
merger); accounting therefor at mer
ger date, 448, 449
or Statutory consolidation; where total
liabilities assumed exceed total assets
acquired, 440

Business

Stock for stock exchange, 431
where Subsidiary kept alive and minor
ity interest remains outstanding; pro
priety of treatment as pooling, 437
Upstream or downstream merger; is
upward restatement justified?, 432

Buying :

and Distribution center (warehousing
and handling) costs; inclusion when
determining gross markon percentage
under retail inventory method, 250
Buy-out:

Annuities payable, or actuarial liabil
ity; resulting from stockholder, 150,
406, 407
Fifty per cent interest in stock of cor
poration; tripartite agreement involv
ing “advance” to corporation by new
stockholder, for repayment to old
stockholder, 421
of Stockholder; resulting in negative
capital of corporation, 409
Valuation of partnership receivables,
for purpose of, 520
Buy-and-sell agreement:

Funded by insurance:
Disclosure of contingent liability in
balance sheet of close corporation,
165
Preserving parity of burdens and
benefits between older and younger
stockholder, 415
Presentation of income taxes in in
terim statements when computing book
value, 330
By-products :

(See “Animal by-products industry”)

c
Cabinet and door manufacturer:

Valuation of work-in-process and fin
ished goods where no actual or stand
ard costs known, 256
California

franchise tax:

Accrual of, in financial statements, 332
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Callable

stock option certificates:

Premium paid upon redemption of, 424
Cameras :

and Other photographic equipment;
application of cost, and reporting, in
connection with rental and sales rev
enues, 298
Canadian subsidiary:

Adjusting liabilities of; to compensate
for devaluation of Canadian dollar, 513
Audit of, and reporting on, by U.S.
CPA, 57
Cost of sales exchange adjustment,
237
Cancellation of

indebtedness:

by Principal stockholder, impropriety
taking into income account to offset
previously lost tax benefits, 127
Treatment of, as material-extraordinary
credit to surplus, 368
Cancellation vs. retirement:

of Stock; treasury stock presentation,
411
Cancellations:

Bond interest coupons; methods of
handling, 291
Lot sales; accounting by subdivider for,
324
Cannery :

Allocation of total production costs be
tween cost of sales and ending inven
tory, 258
Capital:

(See several keywords ff.; and “Part
ners’ capital accounts”; “Partnership”;
“Proprietorship”; “Return of capital”;
“Stock”; and “Working capital”)
Capital

accounts:

Classification of debenture bonds with;
where corporation has option to con
vert to stock, 153
Classification of subordinated debt
with, 154
Computations and adjustments of bal
ances of partners’, 522
Debit balances in; treatment when
liquidating partnership, 521
Deficits in partners’; capitalizing when
corporation organized to succeed part
nership, 382 (See also 381)
Designation thereof, by non-profit
foundation, 554
Donation or bequest received by non
profit organization; revenue transac

tion or credit to, 555
of Partners; subject to community
property laws, 516
Capital gain

dividends:

Income or equity appreciation to re
cipient-trust?, 366
Capital

gains:

(See “Involuntary conversion”)
Capital

impairment:

(See “Deficit”)
Capital

vs. revenue expenditures:

Accounting principles and policy re
garding, 110
Blue Cross cost-reimbursement formu
la; land purchased followed by demo
lition of building, 115
Nature, from accounting standpoint, of
contributions made to profit-sharing
plans, 202
Capital spare parts:
Accounting treatment of, 271
stock: 381-428
(See “Stock”)

Capital
Capital

surplus:

(See also “Stock dividend” and “Sur
plus”)
Arising upon reorganization (arrange
ment) under Chapter 11 of Bankrupt
cy Act; must such surplus be continu
ously designated as to its origin?, 377
Arising from stock dividends and pre
ferred stock conversions; propriety of
paying dividends out of, 343
as Base for regular cash dividends;
when earned surplus available, 344
Excess paid upon retirement of shares,
as charge to paid-in or, 427
Excess of underlying net equity of
subsidiary over cost of parent’s invest
ment; impropriety of classifying in con
solidated statements as, 508
Retirement of old stock, and issuance
of new; difference in par values as
charge to earned surplus or to, 374
Capitalization :

Assets of non-profit organizations; es
tablishing residual costs or values, 557
Consolidated earned surplus; propriety
of using as base for stock dividend, 358
Construction contract price reduced by
penalty payments, 114
Costs attributable to acquisition of in
vestment in subsidiary, 121, 122
Costs of ship, 120
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Earned surplus, retroactive adjustment
for stock dividends, 361
vs. Expensing:
Accounting principles and policy re,
110
Excessive costs of defectively con
structed building, 111
of Hospital’s fund-raising costs, 536,
537
Fair value of dividend shares; date to
be used, 352
Fair value of dividend shares; with re
sultant deficit, 349 (Cf. 350)
Initial operating losses of new branch
offices of finance company, 642, 643,

644

Initial year’s loss; costs of promoting
and building magazine’s circulation,
124
Installation expenditures for television
antennae, made by TV station for
viewers, 128
Interest:
on Funds borrowed, as part of pur
chase cost of raw cotton, 233
on Revenue certificates of munici
pality, 285
Leasehold, where “bargain rentals” but
no immediate cash outlay involved, 116
Loss on scrapped architect’s plans and
specifications, 132
Overhead expense, effect on CPA’s re
port, where proper procedure not fol
lowed, 369
Paid-in surplus, and elimination of ap
praisal surplus, 478
Partners’ capital deficits, when cor
poration succeeds partnership, 382
(See also 381)

Payments:
to Another company for research
and development, 123
by Users for waterline extensions,
668
Pharmaceutical formulas, based on
number of years’ earnings, 379
Pre-operating costs, 131
Pre-operating or development costs;
for purpose of S-2 filing with SEC,
where previously deducted for tax
purposes, 127
Research and development expendi
tures; representations from manage
ment as to continuing cost utility, 85

Reversal of previous stock dividend;
may portion of stated capital be re

stored to earned surplus?, 354
Right-of-way clearing expenditures, as
part of cost of utility’s transmission
facilities, 664
Stock dividend shares; at legal mini
mum rather than at fair value, 348
of Subsidiary’s surplus in connection
with stock dividend; treatment in con
solidated statements, 353
Carriers :

Capitalization of costs of ship, upon
organization of company, 120
Current amortization of waterline’s
ship mortgages liquidated out of cur
rent contract receipts, 617
Carryback

refund:

Acquisition of subsidiary with poten
tial; computation of acquisition surplus
and reflection of tax liability in con
solidated statements, 512
Adjusting deferred tax liability ac
count and reflecting; in loss year, 319
Fee deemed reasonable in case involv
ing substantial tax; AICPA members’
opinions, 703
Interim statements; should effect be
given to?, 328, 329, 330, 331
Offsetting in balance sheet against
Federal income tax liability, 582
Carryforward:

May asset status be given to potential
tax?, 326
Operating loss; treatment in financial
statements, 325
Writeoff of amount paid for tax loss;
upon utilization or lapse of credit, 327
Carrying charges:

(See “Unearned discount or interest”)
Carryinc

value:

Building transferred by affiliated pro
prietorship to corporation in considera
tion of funds advanced and stock is
sued by latter, 465 (See also 466)
Mortgages receivable; where appraisal
value of underlying property less than
face value of claim, 648
Mortgages receivable; where servicing
company has commitment from inves
tor to purchase at firm price, 212
Patents sold or transferred between
commonly-controlled corporations, 506
(See also 389)
Cash advance:

by Third party, for purchase of equip
ment, 634
by Third party, for purchase of stock;
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advance (continued):
presentation of investment and loan
payable, where acquired stock pledged
as sole security, 442
by Third party, serving as collateral;
asset status of collateral received by
pledgee, 139

Cash

Cash

awards:

to Dealers; substantial cash disburse
ment by corporation to its president,
for ostensible purpose of his making, 2
Cash

basis:

vs. Accrual basis, and modifications
thereof, 564
Accrual-basis statements prepared for
client whose books are on, 93, 94
Tax liability therein and CPA’s
opinion thereon, 320, 321
Treatment of deferred income taxes,
322, 324 (See also 323)
Balance sheet adjusted to reflect re
ceivables and payables, and deferred
fees and expenses, 189
Cattle feeder on; accounting problems
upon incorporation, 530
Inventory of wheat upon incorporation
of farmer, treatment of, 529
Writeoff of accounts receivable; where
books kept on, 519
Cash-basis

statements:

Governmental units, expressing opin
ion on, 66
Insurance company, reporting on, 552
Reporting on, 61
“Cash collateral”

account:

and Assigned accounts receivable; as
security for loan payable, 140
Cash

on deposit:

Reconciliation
month-ending
month-end, 1

of bank statements,
other than calendar

Cash distributions:

(See also “Subchapter S corporation”)
Charged to reserve for depreciation in
absence of earned surplus, 342
Cash receipts:

Church or other non-profit organiza
tions; accounting and internal control
for, 36
Cash

surrender value:

Life insurance, 203
Excess of policy proceeds over, 205
Cashier’s key

punch:

Methods of discount house concession
aire’s controlling accuracy of, 34

Cashing

of checks:

Control of depositing and, 33

Cattle

feeders:

Cattle

inventory:

Accounting for livestock, and feed
purchased and sold, 530
Failure to observe; effect on CPA’s re
port, 18 (See also 19)
Livestock dealer; effect on CPA’s re
port where physical and perpetual do
not reconcile, 59

Cemetery

plots:

(See “Perpetual care payments”)
Certificates of

stock:

Cancellation vs. retirement of, 411
Premium paid upon redemption of call
able options on, 424
Unissued as yet for fully-paid sub
scriptions; may “capital stock” be re
flected in balance sheet?, 402
Unpaid balances on purchase or sub
scription contracts, 17

Certification

statement:

in Reports of insurance companies’
payroll auditors; refusal to sign where
CPA does not perform audit, 717
Sales and rentals payable under per
centage leases, 7, 8
“Certify”

and

“correct”:

Propriety of using such words in CPA’s
report, 48
Chargeoff :

(See “Writeoff”)
Charitable foundation:

(See also “Non-profit organizations”)
Real property and notes held in trust;
propriety of reflecting in balance sheet
of, 554
Charter

party:

Lease of barges, accompanied by sepa
rate purchase option contract; treat
ment as in substance a sale, 616
Charts of

accounts:

Model or uniform systems of; in Unit
ed States, Germany, and France, 732
Chattel

lease:

Containing purchase option; assign
ment of “lease” to financing company,
614
Checks :

Controls over cashing and depositing
of, 33
or “Drafts,” issued in payment of
company’s trade accounts and other
current liabilities, 108
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Chicken and egg

(See “Ethics” and “Independence”)

production:

Physical inventory as check on laying
flock records, 21
Chicken

and turkey raising:

Inventory pricing formula for various
classes of poultry, 20
Church collections:

Proper internal control procedure for,
and recording of, 36
Circulation,
ing costs:

promotion

and

advertis

Initial operating losses of magazine;
capitalization as, 124
Propriety of deferral, 125
Citrus groves:

Financial presentation, and develop
ment expenditures, 126

Claim

settlement:

upon Abrogation of contract for dis
tributorship franchise, 368
Clay

deposits:

Cost and percentage depletion of; in
ternal accounting and external report
ing, 304
Clearing:

Land or right-of-way, treatment of ex
penditures for, 664

Clients :

Control-law violations or illegal acts
of; rule of confidence vs. rule of dis
closure, 719

Client’s books and

records:

Audited by CPA who maintains same,
721
Lien of CPA on, 714
Clients’

consents:

Giving access to working papers, 713

Clients’ illegal acts or improper trans
actions :

(See “Illegal acts or improper transac
tions of clients”)

Closely-held

business interest:

Valuation of, 523
Closing

date:

Combined statements prepared for cor
porations having different fiscal, 163
of Purchase of subsidiary’s stock; must
this be deemed acquisition date for
purpose of preparing consolidated
statements?, 508

Closing

entries:

Recording of inventory and determi
nation of cost of sales, 268

Code of Professional Ethics:

Co-existing

short-form reports:

One presenting and giving opinion on
basic financial statements, other in
cluding and giving opinion on balance
sheet only, 69

Collateral:

Cash advance by third party, serving
as; asset status in hands of pledgee,
139
Loan payable, secured by assigned re
ceivables and cash deposit serving as,
140
or Personal guaranty furnished by of
ficer-stockholder, to secure corporate
note; is disclosure required?, 160
Small loan company; necessity of
physical verification of, 12
Stock purchased with loan proceeds,
used as; presentation of loan payable,
where pledged stock sole security
upon default of borrower, 442
Collection

of fee:

Referral engagement from out-of-state
CPA firm, 705
Collections :

of Funds, in church offering plates;
control of, 36

Collections

from vending machine:

Location owner’s control of, to insure
his commissions, 35
College or university:

(See also “Colleges and hospitals”
infra; “Non-profit organizations”; and
“School district corporation”)
Amortization and accumulation of
premium and discount on bonds held
as investment, 543 (Cf. 544 and 680)
Asset status of funds held in trust by
others for benefit of, 539
Rond amortization payments to trus
tee; plant fund, 541
Endowment funds of; general rule of
inviolability of trust funds, 542
Income beneficiary but no vested re
mainder in corpus of trust; asset status
of portion of corpus?, 540

Colleges

and hospitals:

and Other non-profit organizations;
depreciation accounting for, 533, 534
Combined

statements:

(See also “Business combination”;
“Commonly-controlled corporations”;
and “Consolidated statements”)
Corporations under common control
of sole proprietorship, 504
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Combined statements (continued):

Eighty commonly-controlled corpora
tions with fiscal closings spread over
twelve months, feasibility, 163
for Pooling or legal consolidation;
where newly-organized corporation as
sumes liabilities exceeding assets, 440
Preparation of; for corporations com
monly-controlled at inception of series
of transactions involving partial re
demption of beneficial interests, 458
where Two corporations are each 80
per cent owned by one stockholder,
506
Combining

statements:

Community chest and trust fund, 505
Commercial finance companies:

(See also “Finance companies”)
and Small loan and sales finance com
panies; accounting, auditing, and gen
eral references on, 644, 645
Commercial paper:

Discounted with recourse, balancesheet presentation, 179
“Drafts” issued in payment of com
pany's trade accounts and other cur
rent liabilities, 108
or Notes receivable; unamortized dis
count as offset to, 653
Commission expectancy:

Amortization of cost of insurance
agency based on, 129
Commissions:

Charged borrowers for placing loans,
and discount arising upon purchase of
mortgages; recognition of income in
connection with, 649
Classified or display advertising con
tracts written by agent; time of recog
nizing revenue, 87
Construction advances by savings and
loan association; current accrual vs.
deferral, 648 (Cf. with 220)
Control of vending machine collec
tions, by location owner; to insure
his, 35
Insurance agency payments to officerdirector-stockholders
of
insurance
company from which commissions
were received; disclosure in insurance
company’s statements, 169
Paid to underwriters, for sale of de
bentures and stock issued as package;
allocation of, 400
Underwriting, 383
Commissions

or factorage:

Reported as income; or alternatively
as film sales and processing services,
213

Commitments:

Effect on report of CPA’s inability to
disclose material, 163
as Expenses, for budgetary control
purposes, 32
from Investor, to purchase mortgages
at firm price; carrying value of mort
gages on balance sheet of mortgage
servicing company, 212
for Monthly annuity payments to re
tiring corporation president; covenant
not to compete, 143
Potential loss on unhedged forward
purchase; provision therefor, and bal
ance-sheet presentation, 217
Trusts set up to fund company’s con
tractual; sales of prepaid funeral ar
rangement plans, 209
Commodity Credit Corporation:

Possible future deterioration of qual
ity, or quantity loss of grain stored
with; should provision be made there
for, or contingent liability be dis
closed?, 28
Common

stock:

(See “Stock”)
Commonly-controlled corporations :

(See also “Combined statements” and
“Consolidated statements”)
Acquisition by one of stock of others,
for cash; purchase, pooling, or divi
dend?, 457
Combined statements for, 163, 504
and “Arms-length” considerations
involved for valuation of patents,
506
Series of transactions interpreted as
involving partial redemption of
beneficial interests, 458
Consolidated group having significant
transactions with substantial number
of unknown affiliates or, 63
Converted to parent-subsidiary rela
tionship; necessity of preparing con
solidated statements, 507
Disclosure of, and appropriate de
scription of significant balances re
sulting from transactions with related
interests or, 64, 65
Disclosure and presentation of joint
and several liability and pledged as
sets in connection with loan payable,
162
Donation of stock to effect pooling of
interests, 455, 456
Merger or pooling of interests, 454
Propriety of consolidating, to effect
writeup of fixed assets to appraisal
values, 475
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Community

chest:

Sets up trust fund, propriety of com
bining statements, 505
Community

property laws:

Propriety of reflecting partnership in
terest of decedent, subject to, 516
Comparability:

Reporting effect on; change in par
ents policy, from selling to subsidi
aries, to shipping on consignment, 511
Comparative

statements :

and Use of consistency phrase, in first
fiscal year following initial audit year,
72 (Cf. with 46)
Compensation:

Accounting treatment of deferred, 141
Acquisition of treasury stock for use
as bonus, 405
of Foreman; classification as direct
labor, in single-product continuousprocess operation, 558
Necessity of recording in connection
with stock purchase plan for em
ployees, 385
Payable to officer upon retirement,
funded by insurance policy, 242, 243
of Purchasing and production control
personnel; classification as direct or
indirect labor, 590
Salary on annual basis, converted to
hourly rate; for computer installa
tion, 569
Tax allocation in connection with ac
cruals for deferred, 305, 306
Compete :

(See “Covenant not to compete”)
Completed-contract method :

Allocation of general and administra
tive expenses to uncompleted con
tracts, under, 585
Excess of contract billings over costs,
or vice versa; balance-sheet presenta
tion, 599, 600, 601, 602, 603
vs. Percentage-of-completion; deter
mining book value of contractor’s net
worth in settling estate matter, 605
Composite
method:

(or

group)

depreciation

Procedure when converting from unit
to, 293
Computations :

(See also “Valuation”)
of Acquisition surplus, and reflection
of tax liability in consolidated state
ments; upon acquisition of subsidiary
with potential carryback refund, 512

Actuarial or statistical material esta
blished by data processing center; ex
tent of reliance by CPA for specialreport purposes, 82
and Adjustments, relating to balances
in partners’ capital accounts, 522
Book value of decedent’s shares; and
tax allocation in interim statements,
330
Book value per share; where company
has outstanding preferred stock, 570
“Consolidated net income”; in con
nection with restriction upon payment
of dividends in bond indenture, 231
of Decedent’s interest in business;
completed-contract vs. percentage-ofcompletion method, 605
Deferred tax liability in loss years;
subdivider on installment method for
tax, accrual basis for book, purposes,
324
“Discounted amount” of future pay
ments under lease-purchase agree
ments, 575
Discounted value of future payments
to decedent CPA’s estate, 701
Dividend, based on period stock out
standing, 386
Earnings per share; where company
has outstanding preferred stock “par
ticipating equally" with common, 571
Earnings per share; necessity of tak
ing provision for deferred taxes into
account, 323
Effective interest, on discounted loan,
573
Equitable hourly overhead rate, for
purpose of government contract, 591
Group depreciation rates; use of long
est-lived asset within category in, 294
Hourly pay rate, for use in computer;
for salaried workers with fixed annual
salary, 569
“Income” of individual, for purposes
of alimony payment, 230
Minority interest in consolidated state
ments; where Class A and Class B
stock of subsidiary outstanding, 500
(See also 502)
Minority interest in consolidated state
ments; where parent company and
subsidiary are mutual shareholders,
501
Net asset value of mutual funds; and
definition of “equalization”, 367
Partners’ shares in work-in-process;
upon dissolution of CPA firm, 702
Rate per patient hour, and projected
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Computations (continued):

cost per office call; budgeting for
medical practice, 578
Rates used in taking anticipation on
purchases; and interpretation of credit
terms, 566
of Reimbursement under ordinance;
utility franchised by city, 290
Unearned discount; transfer of install
ment notes or contracts to finance
company subsidiary at a “discount”,
641
Unearned and earned discount or in
terest, 645
“Value added by manufacture”, 561,
562
Variable contingent liability, in con
nection with service contracts; meas
urement thereof, 574
Computers :

Reports from data processing centers;
CPA’s responsibility when transmit
ting to client, 53
Salary on annual basis, conversion to
hourly rate; in connection with in
stallation of, 569
Computing firm:

Engaged to compile data for stock
value predictions; CPA’s report form
and reporting responsibilities, 82
Concessionaires :

CPA’s report where no control over
gross receipts of, 77
in Discount houses; methods of con
trolling accuracy of cashier’s key
punch, 34
Condemnation

award:

Gain on; tax allocation considerations
involved, 308 (See also 307, 309, 310,
311)
Used to replace land; should tax be
provided on difference between book
and tax bases?, 206
Conditional

sales:

Couched in lease terminology; ac
counting for, 292, 613A, 613B, 614,
615, 616, 622
Conditional sales contracts:

(See also “Contract”; “Installment con
tracts”; “Installment purchase”; “In
stallment sales”; “Lease” et seq.; and
“Sale(s)”)
Assigned to affiliated corporation which
reassigns to finance company; disclo
sure of contingent liability in connec
tion with, 159
Installation of industrial signs; ac
counting for maintenance-service con

tracts, 612 (See also 611)
Confidence

rule:

vs. Informative disclosure Article
2.02(a); which takes precedence in
case of conflict?, 719, 728
Confirmation:

(See also “Extended audit proce
dures” and “Verification”)
with Awardees; substantial disburse
ment by corporation to its president,
for ostensible purpose of his paying
awards to dealers, 2
Client’s assets held by corporate fi
duciary; vs. independent verification
thereof, 9
“Cycling” or “rotating” thereof, 44
In-transit items of broker-dealers;
charges by transfer agents for, 75
Inventories in hands of public ware
house; as substitute for extended pro
cedure, 58
Livestock in hands of independent
outside custodians; in lieu of observa
tion, 19
Loans serviced by mortgage servicing
company, 3
Confirmation procedures :

Savings and loan association adopting
coupon method of loan payment re
mittances, 650
Confirmation

requests:

CPA’s release of original copies to

Federal credit union client, 716
“Connection

charges”:

Paid by users of sewage disposal sys
tem; treatment as deferred revenue,
674
Consignee:

vs. Purchaser; presentation of film
sales and processing costs, 213
Consignment:

Intercompany shipments handled as;
change from prior policy of treating
as sales, 511
Inventory held on; audit procedures
and contingent liability, 176
Merchandise furnished under ware
housing and redistribution agreement,
or “on ledger balance”, 283, 284
Consistency :

in Application of accounting prin
ciples; material reclassification as basis
for exception as to, 181
Intercompany shipments treated as
consignments rather than sales; change
in, 511

INDEX
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Merger of financial presentation of
plant and current funds, 549
Consistency

phrase:

Reference to audit of prior year’s state
ments in CPA’s report, 46
Use of, in first fiscal year following
initial audit year, 72
Consolidated earned surplus:

Propriety of using as base for capital
ization of stock dividend declared by
parent company, 358
“Consolidated net income”:

Computation of, in connection with re
striction upon payment of dividends
in bond indenture, 231
statements: 490-513
(See also “Combined statements” and
“Commonly-controlled corporations”)
Capitalizing consolidated earned sur
plus upon parent company’s declara
tion of stock dividend, 358
Closing date for purchase of sub
sidiaries’ stocks; must this be deemed
acquisition date?, 508
for Companies having significant trans
actions with substantial number of
unknown affiliates or commonly-con
trolled corporations, 63
Computation of acquisition surplus and
reflection of tax liability; where sub
sidiary acquired has potential carry
back refund, 512
Donation of stock to effect pooling of
interests, 455, 456
Elimination entries for intercompany
profits on sales of merchandise and
fixed assets, 493
Elimination of intercompany rentals
in preparing, 494
Elimination of parent’s investment in
subsidiary, where required to be car
ried at market rather than cost, 510
Excess of subsidiary’s investment cost
over underlying equity of acquired af
filiates; deducted from preferred stock
of subsidiary in, 445
Excess of underlying equity over
parent’s investment cost; impropriety
of reflecting as capital surplus in, 508
Failure to prepare in a proper case;
effect on auditor’s report or opinion,
83
Fifty-per-cent-owned company, pro
priety of inclusion in, 490
Lands invested in joint venture by
subsidiary; treatment in, 491
Minority interest computation; where

Consolidated

parent and subsidiary are mutual
shareholders, 501
Mortgage indebtedness on real estate
held by subsidiary, 146
Necessity of preparing, when com
mon-control converted to parent-sub
sidiary relationship, 507
Preparation of, to effect writeup of
fixed assets of commonly-controlled
corporations, 475
Presentation of equity accounts where
stockholders of parent acquire stock
of subsidiary, 503
Propriety of unqualified opinion there
on, when subsidiaries unaudited as of
acquisition dates, 498 (Cf. 499)
Reduction in share of subsidiary’s re
tained earnings, and profit on sale of
portion of subsidiary stock held, 372
Reliance on other auditors when re
porting on, 55
Segregation of portion of combined
income attributable to minority inter
est where subsidiary has Class A and
B common stock outstanding, 502
“Shell” homes sold on installment
basis, followed by transfer of notes to
finance company subsidiary at “dis
count”; reflection in, 641
Subsidiary surplus capitalized in con
nection with stock dividend, 353
Unallocated excess of investment cost
over underlying net equity; amorti
zation of, in, 496
Unrealized appreciation recorded by
unconsolidated subsidiary; treatment
in, 485
Construction :

(See also related keywords infra; and
“Contributions in aid of construc
tion” )
Discount on bonds issued to finance,
679
Office buildings; impropriety of write
up from actual cost to estimated fair
market value, 464
Penalty payments in connection with
dock, 114
Project homes; time of recognizing
revenue, 580
of Underground facilities; payments
by developer to utility, 675
Undertaken for corporation by affili
ated proprietorship with funds bor
rowed by corporation; carrying value
for property when transferred to cor
poration, 465 (See also 466)
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Construction contract retainages:

or Holdbacks; financial presentation,
594, 595
contractor: 580-605
(See also “Contract”)
Contracts taken at price not making
“normal” contribution to general over
head; providing for losses, 586
Determination of net worth of; use
of completed-contract or percentageof-completion method, in settling es
tate matter, 605
Excess of billings over costs (A.R.B.
No. 43); balance-sheet treatment, 599,
600, 601, 602
Excess of costs over billings on un
completed contracts; balance-sheet
treatment, 603
General and administrative expense;
allocation to uncompleted contracts,
585
Home- or general-office expenses; allo
cation to contracts in process, 584
Offsetting receivables and payables;
impropriety where amounts not due
to and from same person, 604
“Shell” homes for display purposes,
on premises of sales agency and, 247

Construction

costs:

Construction

of Dam, and general development
costs of creating lake reservoir; allo
cation bases for, 577
Excessive, 111
Reimbursed by Federal government to
cooperative telephone utility; treat
ment as deferred revenue, 669
CONSTRUCTION-IN-PROCESS:

Balance-sheet treatment of, when sub
ject to sale-and-leaseback agreement,
623
Construction

loan

“commissions”:

Savings and loan association; proper
time for recognizing as income, 648
(See also 649, 657, cf. 220)
Consumer finance

companies:

(See also “Finance companies” and
“Small loan company”)
Capitalizing initial operating losses by
newly-opened branches, with subse
quent amortization, 642, 643, 644
Contracts purchased by, 645 (See also
646)
Contested liability:

Should full amount be set up?, 246
Contingencies:

Reserve for; estimating and providing
allowance for receivables, and, 214
Savings and loan associations; reserves

for bad debts and general, 652
Contingent

asset:

Disclosure of, 170
Potential tax carryforward credit as,
326
Contingent fees:

Percentage of sales as basis for, 704
Valuation of work-in-process, upon dis
solution of CPA firm, 702
Contingent

liability:

(See also “Liabilities” and “Liability”)
Assignment of lease or chattel paper
as security for proceeds advanced, 614
Buy-and-sell agreement funded by in
surance, 165
Corporation under audit also acting
as trustee, 158
Deferred income taxes, as actual or,
336
“Double assignment” of conditional
sales contracts, disclosure of, 159
Employment contract payment, 142
Factored or assigned accounts receiv
able, disclosure responsibility, 178
Future profits as basis for, 434
Grain in storage; possible future de
terioration of quality or quantity, 28
Guarantor of loan; is provision there
for proper charge against operations?,
220 (Cf. with 648)
Illegal or improper transactions, 167,
719
Inadequate insurance coverage, re
sponsibility to disclose as, 157
Installment notes receivable discount
ed; determining amount to be dis
closed as, 179, 180
Installment purchase of goodwill:
Based on percentage of post-acqui
sition earnings, 637
Based on percentage of post-ac
quisition sales, 636
Service contracts undertaken by com
pany; determination of variable
amount of, 574
Uninsured inventory held on consign
ment, 176
Continuous

auditing:

and Rotation of audit procedures as
between years; revenues of news
paper publisher, 45
Contract: 580-605

(See also several related keywords
ff.; and “Completed-contract meth
od”; “Construction”; “Construction con
tractor”; “Installment contracts”; and
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“Percentage-of-completion method”)
Accrual of income by joint venture,
596
Acquired by consumer credit com
pany; rebate of portion of gross pay
ment made therefor, 646 (See also
645)
Advance payments on equipment, 135
Asset status of manufacturer’s repre
sentative; assigned to newly-organized
corporation for stock, 394
Classified or display advertising, writ
ten by agent; time of recognizing in
come, 87
Computing equitable hourly overhead
rate for purpose of government, 591
Conditional sales; assigned to affiliate
which reassigns to finance company,
159
Construction and sale of houses; time
of recognition of revenue, 580
Contingent liability for payment un
der employment, 142
Converted from lease to sale; account
ing for, 611 (See also 612)
for Deed; recognition of income there
on where payments to subdivider
made in installments, 582
Equipment and fixtures, down pay
ments but no delivery made; balancesheet treatment, 632
Excess of costs over progress billings,
and vice versa; balance-sheet presen
tation, 599, 600, 601, 602, 603
Executory, for sale of gas; recording,
prior to FPC approval, 89
Funeral arrangements and services,
financial presentation where trusts set
up to fund company’s commitments,
209
Installation of industrial signs and
maintenance-service; accruing income
and costs, 612 (See also 611)
Installment sale of capital stock, 401
Interpretation of phrase “cost of oper
ating plant,” as used in, 560
Payments related to or measured by
product sales; classifying current por
tion of equipment obligation, 106 (See
also 105)
Personnel costs in production control
and purchasing; treatment as direct
or indirect labor in allocating costs to
government, 590
Prefabricated house manufacturer;
when should revenues be recognized?,
581

Price-redetermination; recognition of
additional costs and revenues, 592
Pricing of spare parts on government,
255
Provision for loss on, percentage-ofcompletion method used, 586
Provision for loss on uncompleted tool
ing, 587
Provision for potential loss on com
modity futures, 217
Purchase of land; issuance of stock
in consideration of, 392
Purchases, by consumer finance com
panies, 645 (See also 646)
Purchases of real estate, escrow de
posits in connection with, 113
Radio or television network affiliation;
recording appraisal values for, 476
Receipts; used by waterline carrier to
liquidate current amortization of ship
mortgages, 617
Receivables and payables; impropri
ety of offsetting, where amounts not
due from and to same person, 604
Reduction of price of construction;
by penalty payments, 114
Services to be rendered; determina
tion of contingent liability, 574
Settlement of claim, upon abrogation
of distributorship franchise, 368
Special tooling; presentation as spe
cial item in income statement, 588
Television movie film exhibition rights;
financial presentation by lessor, 620
Treasury stock purchased on install
ment basis; balance-sheet presenta
tion, 408
Verification of unpaid balance on stock
purchase or subscription, 17
for Water supply; cost-accounting al
locations therefor, and for costs of
dam construction and general devel
opment of lake reservoir, 577
Writeup; to prevent breach of clause
providing for minimum net worth, 480
Contract

losses:

Determination of provision for, 28,
217, 253, 586, 587
Contract retainages or holdbacks:
Financial presentation of, 594, 595
“Contracts

for deed”:

Recognition of income on land sub
division company’s; where land plots
paid for in installments, 582
Contracts

in process:

Advance payments received on equip-
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in process (continued) :
ment ordered and on, 135
Allocation of general and administra
tive expense to, 585
Allocation of home- or general-office
expenses of construction company to,
584

Contracts

Contractors :

Current classification of assets and li
abilities of, 481
Determining “book value” of net
worth; for purpose of settling estate,
605
Excess of contract billings over costs;
treatment as current liability or de
ferred profit, 599, 600, 601, 602, 603
Gravel transported to job sites, 279
“Window dressing” by; issuance of
stock followed by repurchase subse
quent to fiscal year-end, 168
Contributions :

under Profit-sharing plan; “cost or ex
pense” vs. “appropriation” of income?,
202
Contributions

in aid of construction:

668-677
(See also “Utilities”)
Alternative treatments of, 673
Amounts paid by users for line ex
tensions, 668, 672
vs. Deferred revenue; “connection
charges” paid by users of sewage dis
posal system, 674
Funds advanced by subdividers, for
fine extensions, 671
Impropriety of reflecting as part of
stockholders’ equity, 676
Impropriety of using account to ab
sorb periodic depreciation charges, 670
Payments by developer to utility; con
struction of underground facilities, 675
Public utility’s accountability for do
nated plant, 677
Reimbursements for construction costs
made by Federal government to co
operative telephone utility, 669
Control:

(See also “Combined statements”;
“Commonly-controlled corporations”;
and “Internal control deficiencies”)
of Accuracy of cashier’s key punch;
methods feasible for use by discount
house concessionaire, 34
Cash receipts of churches or other
non-profit organizations, 36
Cashing of checks drawn by custom
ers, 33

Inadequate records and; over state
fair concessionaires’ gross receipts, 77
“Ledgerless bookkeeping” system for
accounts receivable; shortage of de
tailed account data as compared with
general ledger, 31
Purchase commitment register; use of,
for budgetary, 32
Vending machine collections; by lo
cation owner, to insure his commis
sions, 35
CONTROL-LAW VIOLATIONS:

by Client; rule of confidence vs. rule
of disclosure, 719
Control

and ownership:

of Corporation; is disclosure of change
therein required?, 166
Conversion :

(See “Involuntary conversion”; see
also 153 under “Options”)
Cooperative :

Patronage dividends withheld in part
for required purchase of stock by
patron, 347
Cooperative

apartment building:

Depreciation and accrual-basis ac
counting in statements of, 695, 696,
697
Cooperative

telephone utility:

Construction cost reimbursements to;
treatment as deferred revenues, 669
Corporate

acquisition :

(See also “Acquisition”)
Accounting consequences of four dif
ferent methods of, 430
Corporate assets:

Sale and transfer back of; accompa
nied by 100 per cent surrender of cor
porate shares and subsequent reissue
thereof, 419
Corporate disbursement:

to President; for ostensible purpose
of his paying out awards to dealers, 2
Corporate

fiduciary:

(See also “Trustee”)
Client’s assets in hands of; necessity
for independent verification of, 9

“Corporate

opportunity”:

Usurpation of by corporation officerdirector; patent infringement and au
ditor’s report, 79
Corporation :

Cost of organizing; and financing and
preproduction costs, 402
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Formed from partnership; accounting
for, 383
Holding company stock exchanged for
subsidiaries’ stock, 471, 509
Land purchase contract transferred for
stock upon organization of; asset
status, 392
Liability of; for advance made by new
stockholder, to acquire old stockhold
er’s shares, 421
Merger, family-owned; treatment as
pooling of interests, 454
Newly-organized:
Basis of recording patent and stock
issued therefor, 389 (See also 506)
Cash-basis farmer’s opening entries
for issuance of stock, 529
Issuance of stock for executory man
ufacturer’s representative contracts,
394
Livestock feeder on cash basis; ac
counting considerations, 530
Recording property at amount ex
ceeding recent purchase price, 384
as Water carrier; capitalization of
costs of ship, and organizing and fi
nancing costs, 120
Non-profit school district; debt service
charges in lieu of depreciation, 287
Organization of, to succeed proprietor
ship or partnership; capitalization of
deficits in proprietor’s or partners’
capital accounts, 381, 382
Organized to effect statutory consoli
dation; where total liabilities assumed
exceed total assets acquired, 440
Ownership and control of; is it neces
sary to disclose change in?, 166
Property transferred to; subject to life
tenancy of widow, 117
Proprietorship assets transferred, upon
organization of, 393
Writeup of assets upon organization of,
379, 473, 474
Corpus of

trust:

Asset status of college’s equitable in
terest or vested remainder in, 539
College as income beneficiary but with
no vested remainder in; giving asset
status to portion of, 540
“Correct”

and

“certify”:

Propriety of using such words in CPA’s
report, 48
Corrections:

(See also “Adjustments”)
Accounting entries previously made-

restoration of value of emergency fa
cilities, 191
Excessive accumulated depreciation,
314
Correspondent

firm:

Refusal of principal CPA firm to re
imburse, 705
Cost

accounting:

Cost

centers:

Feasibility of, for nurseryman’s inven
tory of growing stock, 264
Medical doctor’s practice: budgeting
rate per patient hour, and computing
cost per office call, 578
Production control and purchasing;
classifying personnel costs therein as
direct or indirect labor, 590

Cost

of discontinuing:

Obsolete product or operation; treat
ment of, 260
Cost of

equipment:

where Intermediate affiliated corpora
tion placing order with vendor rebates
portion of price paid, to purchaser,
112
Cost

or expense:

(See also “Acquisition costs”; “Con
struction costs”; “Development costs”;
“Excessive costs”; “Financing costs”;
“Pre-operating costs”; and “Promotion
al costs”)
Amortization of purchased “insurance
renewals”, 129
Attributable to issuance of stock divi
dend, 339
Attributable to land purchased with
structure thereon, 115, 171
Attributable to merger or pooling, 404
Attributable to unsold portion of de
benture bond issue; accounting dis
position of unamortized, 245
“Benefits received” vs. “period charge”
basis of allocating rental, 241
Bond issue, or discount, and depreci
ation; treatment by county bridge
commission, 288
Budgeting in medical practice; rate
per office call or per patient hour, 578
Capitalizing interest as part of mate
rials purchase, 233
Combined maintenance and depreci
ation; method of amortizing, 299
Contract billings in excess of; balancesheet presentation by contractors, 599,
600, 601, 602, 603
Contributions under profit-sharing
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or expense (continued):
plans; treatment as dividends, capital
distributions, or as, 202
Covenant not to compete; treatment
of payment therefor, as, 143, 144
Deferred tax provision, as bona fide,
323
Definition of, and distinction between,
advertising, publicity, and promotion,
559
Development of citrus groves, 126
Directory publisher; accounting for
revenues and, 87
Excessive labor; allowability in con
tract renegotiation, 593
Film sales and film processing; ac
counting for, as agent or independent
contractor, 213
Foreman’s wages as direct or indirect;
in single-product process-costing situ
ation, 558
of Foundry operations; inadequacy of
allocation based solely on product
weight, 257
Fund-raising; special building fund
campaign of hospital, 536, 537
General and administrative, and/or
home-office; allocation to uncompleted
contracts, 584, 585
Initial year’s loss; capitalization of
magazine’s promotion and circulation
building, 124
Intercompany billings and; allocation
thereof, 495
Journalizing purchase commitments as;
vs. use of purchase commitment regis
ter for budgetary control, 32
Lake reservoir and dam construction;
feasibility of allocating general de
velopment, 577
Organization and pre-opening; sav
ings and loan association, 651
of Personnel in purchasing and pro
duction control; classification as di
rect or indirect labor, 590
Redeeming scrip certificates; sales ad
justment vs. promotion, 234
Right-of-way clearing; capitalization
as part of cost of utility’s transmis
sion facilities, 664
of Ship; capitalization of, 120

Cost

“Cost of goods purchased”:

Definition, for purpose of applying re
tail inventory method, 250
Cost

of investment:

in Excess of underlying equity (See
also 445, 510):
as “Acquisition adjustment” of util
ity, 497

Amortizing in consolidation, 496
Excess attributable to excessive ac
cumulated depreciation of subsidi
ary, 314
in Insurance agency, based on com
mission expectancy; amortization of,
129
Less than underlying net equity; may
excess be deemed capital surplus in
consolidated statements?, 508 (See
also 62 and 704)
Stock acquisition expenditures; pro
priety of capitalization as, 121, 122
“Cost of operating

plant”:

Interpretation of phrase, as used in
contract, 560
Cost-reimbursement formula:

Blue Cross; treatment of cost of de
molishing building on acquired land,
115, 171
Cost

of sales:

Overstatement or understatement of
depreciation; effect upon, 300
and Production costs; determination
of, in canning industry, 258
Recording inventory or inventory ad
justments when determining, 268
Translation from Canadian to United
States dollars, 237
Cost

of securing capital:

(See “Financing costs”)
Cost utility:

of Research and development expen
ditures; representations from manage
ment as to continuing, 85
Cost and value:

Residual; for capitalized assets of non
profit organizations, 557
Costs and

revenues:

Application of price-redetermination
clause in government contract, 592
County audits:

Applicability of reporting standards,
67
Reliance by independent CPA on
working papers of CPA employed as
county auditor, 41

County

bridge facility:

Treatment of depreciation , and bond
issue expense or discount, 288
Coupon

or trading stamp companies:

(See “Trading stamps”)
Coupons:

Canceled bond interest; reference re
methods of handling, 291
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Used for loan payment remittances;
confirmation procedures by savings and
loan association, 650
Courts :

Use of CPAs by; to audit estates and
trusts, 712
Covenant

not to compete:

Accounting for costs of, 144
Corporate commitment to pay monthly
amounts for five years to retiring
president, 143
Covering

letters:

(See also “Report or opinion”)
Accompanying unaudited statements,
52
Unaudited statements from data proc
essing centers where CPA’s name asso
ciated therewith, 53
CPA and attorney:
Dual practice as, 731
Who should undertake to research
particular tax question?, 730
CPA firms:
Composed of certified and non-certi
fied accountants, expressing audit opin
ion; is this “audit by CPA”?, 95
Discounting prospective payments to
be made to deceased senior partner’s
estate, 701
Practising multi-state, organization and
structure of, 698
Effect on number of tax returns re
quired to be filed, 699
Refusal to reimburse share of fee,
between, 705
CPA’s lien:
on Client’s books and records; for
client’s non-payment of fee, 714

CPA’s REPORT OR OPINION:
(See “Report or opinion”)
CPA’s RESPONSIBILITY:
(See “Responsibility of CPA”)

CPA’s WORKING papers:
Refusal to make available to another
CPA, 714, 715, 716
Credit

agreement:

Current vs. non-current classification of
notes payable under revolving, 181
Credit terms:

EOM, anticipation, et al., 566
Credit

union:

of Client’s employees; CPA’s audit re
sponsibilities, 11
Release, by CPA, of original confirma

tion requests to Federal, 716
Creditors’

committee:

as Client of CPA; responsibility to re
port corporation’s fraudulent returns
to Internal Revenue Service, 720

Crop:

(See “Growing crop”)

Cross-ownership :

Intercompany, of stock; computation
of minority interest, 501
Cross-purchase :

of Insurance, to fund stock retirement
agreement, 415
Currency

exchange adjustment:

“Dollar-linked” obligations and out
standings; devaluation of Israel pound
as subsequent event requiring state
ment, 174
Financial presentation and terminology
for, 237
Liabilities of foreign subsidiary; to
compensate for devaluation of Cana
dian dollar, 513
Current

assets and liabilities:

Contractors; determining “normal op
erating cycle”, 481
Excess of contract billings over costs,
and vice versa; balance-sheet presen
tation by contractors, 599, 600, 601,
602, 603
Redemption payment to be made
within year under sinking fund pro
visions; preferred stock, 107
Current
tion:

vs.

non-current

classifica

Assets and liabilities of land subdivi
sion company, feasibility, 582
of Auto rental company’s comple
ment of vehicles, 619
Construction-in-process covered by
sale-and-lease agreement, 623
Demand notes payable, 102, 103
“Deposits” or “investments” in sav
ings and loan association, 653, 654
Equipment obligations; where con
tract requires payments to be meas
ured by current sales, 106
Installment payments on long-term ob
ligations “measured by current trans
actions”, 105
Liability for basic stock of merchan
dise consigned or furnished “on ledger
balance”, 283, 284
Long-term note payable; where sub
sequent events indicate payment was
accelerated, 104
Notes receivable based on advances
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Current

vs. non-current classification

(continued):
by wholesale grocer to independent
retail outlets, 100
Payables under revolving credit agree
ments, 181
Curtailment of

operations:

Treatment of losses arising upon, 260
Customers :

Control over checks drawn by, 33
Cut-off procedures:

in connection with Inventory, 259
Cycle

tion of accrual basis, 227
Subsidiaries unaudited at acquisition;
effect on opinion, when included in
consolidated statements, 498
Trade vs. settlement; purchase and
sale of securities, 182
Used when capitalizing fair value of
dividend shares, 352
for Valuation; required to be used by
executor upon distribution of estate
assets-in-kind, 365
Dealers’ discounts or
pensations”:

“jobbers’

com

in Rug manufacturing business, 197

billing:

Department store receivables; audit
procedures, 43
“Cycling”:

of Audit procedures as between years;
especially respecting revenues of news
paper publisher, 45
of Confirmations of bank’s loan and
deposit accounts, 44

Dealers’

reserves:

and Installment contracts purchased;
recording of, 645
Time when income therein should be
recognized, 226
Debenture

bonds:

where Corporation has option to con
vert to preferred stock; propriety of
classifying as stockholders’ equity, 153
Debentures :

D
Dam construction costs:

Accounting for water supply contract,
general development costs of creating
lake reservoir, and, 577
Data processing

centers:

Reports from; transmitted by CPA to
client, 53
Statistics or computations developed
for CPA by actuarial or data process
ing firm; extent of reliance for spe
cial-report purposes, 82

Date:

Advertising agency advance billings,
made substantially in advance of pub
lication, 219
Closing date for purchase of subsidi
ary’s stock as acquisition; when pre
paring consolidated statements, 508
Corporations not having same fiscal
closing; preparation of combined state
ments, 163
Dividend declaration prior to, record
date subsequent to, balance-sheet;
with options outstanding, 339
“Drop shipments” from supplier to
dealer; when recorded on distribu
tor’s books?, 221
EOM dating and other credit terms;
interpretation, 566
for Recording dividends as receivable;
from standpoint of proper applica

and Common stock, issued as a pack
age; allocation of underwriting com
missions and other issue expenses, 400
Unsold and withdrawn from registra
tion; treatment of unamortized issue
costs attributable thereto, 245
Debt:

(See also “Bonds”; “Forgiven indebt
edness”; “Notes”; and “Subordinated
debt”)
Loan obtained by real-estate-holding
subsidiary, secured by mortgage and
assignment of lease rentals, 146
Secured by mortgage on real estate;
equity or offset method of presenta
tion, 147
Subject to standby agreement, appro
priate designation thereof when clas
sified with capital, 154
Debt service

requirements:

Charges in lieu of depreciation, in fi
nancial statements of non-profit school
district corporation, 287
Charging to operations of municipal
utility or other self-sustained munici
pal enterprise, 286
Defrayed partly from taxes and partly
from operating revenues of water sys
tem, 291
and Depreciation, of utility franchised
by city; computation of reimburse
ment to city under ordinance, 290
Rental payments by municipal utility
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to municipal corporation, 292
Debtor-creditor

relationship :

When does it arise?, 665
Decedent’s

interest in business:

Book value of shares representing; and
tax allocation in interim statements,
330
Capital account of partner, subject to
community property laws, 516
Computation of; completed-contract
vs. percentage-of-completion method,
605
Discounting prospective payments to
be made by CPA firm to senior part
ner’s estate, 701
Valuation of; meaning of “generally
accepted or usual accounting prac
tices,” as provided in partnership
agreement, 523
Default

by primary obligor:

on Note receivable discounted, finan
cial presentation and accounting, 215
Stock purchased with loan proceeds,
pledged as sole security for loan pay
able upon, 442
Deferral:

vs. Accrual; commission or premium
on construction advances by savings
and loan association, 648 (See also
649, 657; and cf. with 220)
Acquisition costs of investments in
subsidiaries, 121
Advertising and promotional expendi
tures to maintain or increase circu
lation, 125
Initial operating losses of new branch
offices of small loan company, 642,
643, 644
Loss on sale of bonds; to offset against
future years’ interest earnings, 681,
682, 683
Loss on scrapped architect’s plans and
specifications, 132
Net pre-operating expenditures, 131
Deferred compensation:

Accounting treatment of, 141
Funded by insurance, 242, 243
Tax allocation in connection with ac
crual of, 305, 306
Deferred

income:

Excess of progress billings over re
lated contract costs; current liability
vs., 599, 600, 601, 602, 603

Deferred income

taxes:

(See “Tax allocation”)
Deferred interest and carrying charges:

(See also “Finance companies”; “In
stallment dealer”; “Installment meth
od” et seq.; and “Unearned discount
or interest”)
Included in face amount of note given
upon installment purchase of ma
chinery, 633
Deferred maintenance:

Charging operations with provision
for, 239
Deferred

payment sales:

Real estate; relative merits of accrual
and installment methods of recogniz
ing income, 629
Deferred
costs:

research

and

development

CPA’s responsibility, 319
Deferred

revenues:

(See also “Income”)
Construction cost reimbursements to
utility, 669
vs. Contributions in aid of construc
tion; “connection charges” paid by
users of sewage disposal system, 674
Utility patron payments for line ex
tensions, 668, 672 (Cf. 671)
Deficit:

(See also “Surplus”)
Arising from payment of stock divi
dend; elimination thereof, against sur
plus resulting from repurchase and re
tirement of shares, 380
Balance-sheet presentation and place
ment of, 378
Business combination; where new
stated capital exceeds sum of old
stated capital and surplus accounts,
441
Capitalizing fair value of dividend
shares, with resultant, 349 (Cf. 350
infra)
Carried forward in legal consolidation
or pooling of interests, 440
Distributions in excess of earned sur
plus resulting in capital impairment,
341
Dividend payments in excess of accu
mulated earnings, writeoff against ap
praisal surplus, 340
Dividends paid by parent company
despite operating, 345
Increase in, resulting from borrowing
of money to pay dividend, 482
Merged company; eliminating by quasi
reorganization prior to, or after, pool
ing of interests, 186, 439
of Mexican corporation; offsetting
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Deficit (continued):

against additional capital contribu
tion, 195
in Partners’ capital accounts; capital
izing when corporation succeeds part
nership, 382
in Proprietorship; capitalizing upon
incorporation, 381
Purchase of treasury stock and pay
ment of dividends from restricted sur
plus resulting in capital impairment,
411
Redemption or reacquisition of stock;
resulting in impairment of capital and
liabilities, 409, 410
from Retroactive capitalization of divi
dend shares at fair value, 350 (Cf.
349 supra)
Sale and repurchase of corporation’s
own fixed assets; purchase and resale
of 100 per cent of corporation’s own
stock, 419
Segregation and separate presentation
of portion thereof representing cumu
lative amortization of appraisal incre
ment, 379
Writeup of assets despite existing,
482
Delegation :

Audit report review and signing func
tion, to non-partner, non-CPA em
ployee of firm, 711
Delinquent

accounts:

(See also “Doubtful or uncollectible
accounts”)
Definitions of categories of, 567
Demand

notes payable:

(See “Notes payable”)
Demolition

cost:

Building on land acquired by hospital,
115, 171
Department store:

Audit procedures where cycling of in
ventory-taking and cycle billing em
ployed, 43
Handling of layaway or will-call sales
by, 222
Retail inventory method:
Application of arbitrary percentage
reductions to merchandise age cate
gories, 251
Inclusion of purchasing department
and warehousing costs in determin
ing net markup percentage, 250
Depletion :

Basing reserve for future taxes on dif

ference between cost and statutory,
318
Cost and percentage; internal account
ing and external reporting, 304
Depletion and accretion:

Timber tracts, where company oper
ates on sustained-yield basis, 303
Deposits :

Control of cashing of checks and, 33
and Loan accounts of bank; cycling
of confirmations, 44
Deposits in escrow:

Contracts to purchase real estate, 113
Deposits or “share accounts” :

Savings and loan associations, balancesheet classification of, 653, 654
Depreciable assets:

Book value in excess of tax basis, re
sulting from involuntary conversion;
tax allocation, 307
Revaluation of, in United States, 489
Writeup, creating revaluation surplus;
some reflections on implications, 462
Depreciation :

Accelerated; disclosure of effect of
change from straight-line to, 164
Allocation of, to military exchange fa
cilities at various locations, 296
and Bond issue expense or discount;
treatment by county bridge commis
sion, 288
Composite or group method; convert
ing from unit to composite depreci
ation accounting, 293
and Debt service charges, non-profit
school district corporation, 287
and Debt service requirements, of
utility franchised by city; computa
tion of reimbursement under ordi
nance, 290
Deductibility or non-deductibility of,
in trust accounting, 302
Excess of investment cost over under
lying net equity of subsidiary; at
tributable to excessive, 314
Gasoline service stations, references as
to useful lives, 297
Method of amortizing combined main
tenance and capital costs, 299
Municipal utility or other self-sus
tained municipal enterprise, propriety
of charging, 286
Over- and under-statement of; effects
on inventory, cost of sales, and profits,
300
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Proprietorship books, automobile used
partly for business and partly for
pleasure, 528
Sound value of hospital plant and
equipment as base for; effect on CPA’s
report, 484
Tax applicable to difference between
accelerated and straight-line; reflect
ing as additional, 337
Depreciation accounting :

Cooperative apartment fixed assets,
695, 696, 697
and Inventory accounting; revenues
from rentals and sales of photographic
equipment, 298
Municipal airport facilities, 686
Non-profit organizations, especially
hospitals and colleges, 533, 534
Plant donated to public utility, 677
by Publicly-operated utilities, 285,
286, 289
Spare parts or replacement parts for
productive capital assets; inventory
vs., 270
Time of reversion of building to les
sor’s assignee or transferee contingent,
208

Utility assets constructed with funds
derived from contributions in aid of
construction, 670
Depreciation

on appreciation:

(See also "Appraisal surplus” and
"Upward restatement”)
Adverse opinion upon failure to rec
ognize, 479
Failure to indicate carrying basis of
written-up fixed assets; CPA’s respon
sibility despite disclaimer, 474
Limited to portion of appraisal incre
ment attributable to depreciable as
sets, 301
Retroactive adjustment upon failure to
charge in prior years, 468
Segregation and separate presentation
of portion of deficit representing cu
mulative, 379
Depreciation rates:

Using longest-lived asset within cate
gory in computing group, 294
Depreciation reserve:

Devaluation :

Canadian dollar; adjustments of sub
sidiary’s liability accounts to compen
sate for, 513
Israel pound; subsequent event re
quiring adjustment of “dollar-linked”
obligations and outstandings, 174
Development corporation:

Lease-purchase agreements under loan
program of Federal Area Redevelop
ment Administration, 622
Development costs:

Antennae installation in viewers’ homes
by TV station; treatment as prepaid
promotional expenditures or, 128
Capitalization of, for purpose of S-2
filing with SEC, where previously de
ducted for tax purposes, 127
Citrus groves, 126
and Dam construction costs, incurred
in creating lake reservoir; feasibility
of allocating to income-producing proj
ects and facilities, 577
Representing client company’s pay
ments to research and development
company, to enable latter’s further de
velopment of its own patents, 123
Research and; CPA’s responsibility re
client’s deferring and amortizing, 319
Research and; representations from
management as to continuing cost
utility, 85
Subdivider recording estimated; ef
fect on CPA’s report, 583
Differences between physical and per
petual inventory: 267

Direct

confirmation:

(See "Confirmation”)
Direct labor:

Classification of foreman’s salary as;
in single-product continuous-process
operation, 558
Classifying personnel costs in produc
tion control and purchasing manufac
turing support areas as indirect labor,
or as, 590
of Proprietor; cost accounting there
for in proprietorship, 532

(See also “Allowance” and "Reserves”)
Adjustment of, 191, 295, 314, 468
when in Excess of equipment ac
count; Rural Electrification Adminis

Directors’

tration, 666
Cash distributions charged thereto, in
absence of earned surplus, 342

Directory publisher:

valuations :

of Investments; where stock issued for
stock, and for notes; and notes ex
changed for notes, 396

Recording revenues, and costs and ex
penses of, 87
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Disclaimer:

(See also “Extended audit proce
dures” and “Report or opinion”)
Consolidated group having significant
transactions with substantial number
of unknown affiliates, 63
CPA’s continuing responsibility des
pite, 474
Improperly combined with qualified
opinion, 49
Necessity to disclose, pledged status
of stock reflected in personal balance
sheet, 161
No audit work performed, adherence
to fourth reporting standard, 78
Omission of extended audit proce
dures, requiring, 48, 164
Periodic revaluation of assets with no
depreciation on appreciation taken,
479
Responsibility for supplementary data
in long-form report, 54
Disclosure:

Accumulated discounts applicable to
prospective purchases, where dis
counts extra-legally given by supplier,
170
Agency commissions paid to officerdirector-stockholders of life insurance
company, 169
Agreement or commitment to pur
chase stock upon retirement or de
cease of stockholder, 418
Agreement to make payments for
covenant not to compete, 143, 144
Appraisal values reflected in financial
statements, 463
“Authorized” capital stock, 16
Buy-and-sell agreement funded by in
surance, and contingent liability
thereon, 165
Change in ownership and control of
corporation, 166
Company officer-stockholder has per
sonally guarantied, or furnished col
lateral, to secure corporate note, 160
Conflict with rule requiring confidential
use of information acquired in course
of engagement, 719
Contingent liability:
Corporate client acting as trustee,
158
“Double assignment” of conditional
sales contracts, 159
Installment notes receivable dis
counted, 179, 180
for Possible damage to uninsured

inventory held by consignee, 176
Provision for possible future deterio
ration of grain in storage, 28
Despite disclaimer on personal bal
ance sheet; pledged status of cor
porate stock, 161
Difference between Lifo inventory and
inventory priced at Fifo or estimated
replacement cost, 177
Effect of change from straight-line to
accelerated depreciation, 164
or Ethical responsibility, where CPA
encounters control-law violations by
client, 719
Failure to meet note as it falls due,
172
Goods in inventory covered by trust
receipts, 280
Hospital land assembly plans; where
land already surreptitiously acquired
in vicinity, 171
Illegal transactions, 167
Inadequate insurance coverage, 157
In-and-out transaction with bank at
year-end; balance-sheet reinstatement
or, 175
Joint and several liability and pledged
assets on loan payable, where cor
porations under common control, 162
Material commitments, as reporting
standard, 163
Material reclassifications of accounts,
181
Property recorded on newly-organized
corporation’s books at value in excess
of cost to transferors, 384
Purchases and sales of securities by
broker-dealer; where settlement date
occurs subsequent to fiscal year-end,
182
Reorganization (arrangement) under
Chapter 11 of Bankruptcy Act, 377
Rescission of motion declaring patron
age dividends, 101
Responsibility of CPA for proper; (a)
generally, (b) factored or assigned
accounts receivable, 178
Short sale of stock, “uncovered” at
balance-sheet date, 216
Significant balances and transactions
with affiliates, subsidiaries, and other
related interests, 63, 64, 65
Subordinated debt; and legal effect
and attendant accounting treatment of
loan of stock to corporation, 155
Substantial portion of client’s sales
made to one customer, 183
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to Trustee of bankruptcy court, of in
adequate audit procedures by prede
cessor CPA firm, 728
Trustees’ malfeasance re fund filing
under Welfare and Pension Plans Dis
closure Act, 718
Utility’s failure to record all year-end
accruals, 667
“Window dressing” in statements sub
mitted for state highway contract
qualification, 168

unearned carrying charges in consoli
dation, 641
Unamortized; included in face amount
of note given upon installment pur
chase of machinery, 633
Unamortized; treatment as offset to
face value of notes receivable, 653
Discount

house:

Methods of concessionaire’s controlling
accuracy of cashier’s key punch, 34
“Discounted

Discontinuance

costs:

relating to Product obsolescence, 260
Discount:

(See also several keywords ff.; and
“Interest”; “Stock discount”; and “Un
earned discount or interest”)
Bonds:
Held as investment by university:
amortization and accumulation of
premium and, 543, (See also 544
and 680)
Issuance costs, and depreciation;
treatment by county bridge com
mission, 288
Issued for construction purposes,
679
Unamortized; what constitutes a
“refunding” for purposes of chap
ter 15, Accounting Research and
Terminology Bulletins?, 244
Calculation of effective interest on
loan, 573
Capital stock, treatment and disposi
tion of, 388
Exchange of stock for stock, 386 (See
also 387)
Installment receivables sold; treat
ment as sales adjustment, 631
on Mortgages purchased:
and Commissions charged borrowers
for placing loans; recognition of in
come, 649 (See also 648; and cf.
220)
Impropriety of taking up as income
immediately, 657
Par value shares issued for considera
tion substantially less than par value,
387 (See also 386)
Prompt payment of note given for
treasury stock, 425
on Purchases; treatment of “overage
notes” representing excessive costs of
merchandise, as, 109
Transfer of mortgage notes to finance
company subsidiary; offsetting against

amount”:

of Future payments under lease-pur
chase agreements; computation of, 575
Discounted notes

receivable:

Defaulted payment of primary obligor,
215
Manner of reflecting contingent li
ability, 179, 180
Discounting:

of Commercial paper with recourse,
balance-sheet presentation, 179
Prospective installment payments to
estate of deceased senior partner of
CPA firm, 701
Discounts :

Allowed jobbers in rug manufacturing
business, 197
Extra-legally given by supplier; ac
counting for “cost” of such purchases,
170
Indirectly obtained from supplier on
volume purchases, 235
“Overage notes” treated as purchase,
109
Rates used in taking anticipation on
purchases; and interpretation of cred
it terms, 566
“Discovery

value”:

Mineral deposit; balance-sheet presen
tation of potential, 92
Oil properties carried at arbitrary
value or at; effect on CPA’s report, 91
Display

furniture samples:

Valuation of, by interior decorators,
282

Display homes:

Expenditures for, by sales agent and
erection contractor of “shell” homes,
247
Dissolution :

CPA partnership, computation of part
ners’ shares in work-in-process, 702
of Subsidiary; recognition of prospec
tive liquidating gain by parent com
pany, 491
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Distribution

costs:

Inclusion of warehousing, purchasing,
and; propriety, when determining
markon or markup percentage under
retail inventory method, 250
Distributions: 339-366

(See also “Dividend”)
of Appreciated property, to effect ac
quisition of stock, 423
Assets-in-kind; valuation date to be
taken by executor of estate, 365
Cash, charged to depreciation reserve
in absence of earned surplus, 342
Contributions under profit-sharing
plans; treatment as operating ex
pense, dividends, or as capital, 202
Nature of, as transaction, 429
Paid out of capital surplus arising
from stock dividends and preferred
stock conversions, 343
of Spun-off corporation’s stock; where
value thereof exceeds spinning-off cor
poration’s net assets, 460
to Stockholders, in excess of accumu
lated earnings, 341
in Substantially appreciated securities
owned by declaring corporation, 346
by Utilities, out of “other than earn
ings and profits”; treatment on books
of regulated investment company, 662
Divestiture

distribution:

of General Motors shares by du Pont;
treatment by recipient corporation,
364
Dividend: 339-366

(See also “Distributions”; “Liquidat
ing dividend”; “Optional dividends”;
“Property dividend, or dividend-inkind”; and “Stock dividend”)
Accrual method requirement for re
cording receivable; at declaration, rec
ord, or payable date?, 227
Capital gains as base for dividends
received by trust; income or princi
pal?, 366
Capital surplus as base for cash; when
earned surplus available, 344
Capitalizing consolidated earned sur
plus in connection with parent com
pany’s declaration of stock, 358
Complete liquidation of subsidiary; ac
counting by recipient, 452, 453 (See
also 448-451)
Computation based on period stock
outstanding, 386
Contributions to profit-sharing plans:
treatment as operating cost, capital
distribution, or as, 202

Cooperative patronage; withheld in
part, for required purchase of stock
by patron, 347
Declaration prior to, record date sub
sequent to, balance-sheet date, with
options outstanding, 339
Disclosure of rescission of motion
declaring patronage, 101
Exceeding retained earnings, 341 (See
also 345 infra)
and Writeoff of deficit against ap
praisal surplus, 340
General Motors shares distributed by
du Pont; treatment by recipient, 364
Increase in deficit as result of bor
rowing money to pay, 482
Option of taking either cash or stock;
upon election to take stock, is income
recognized to recipient?, 363
Paid in substantially appreciated se
curities owned by declaring corpora
tion, 346
Paid out of capital surplus arising
from stock dividends and preferred
stock conversions, 343
Paid out of subsidiaries’ capital; paid
by parent despite operating deficit,
345
Parent company paying out of “un
distributed earnings of subsidiary”,
357
Payment from restricted surplus, fol
lowing treasury stock purchases; re
sulting in capital impairment, 411
Payment on treasury stock, 359
Payments subject to restriction in
bond indenture; computing “consoli
dated net income”, 231
Received from subsidiary in form of
mortgage, 211
in Stock:
Accruing to income beneficiaries
under terms of will; how recorded
in executor’s accounts?, 365
Costs or expenses attributable to
issuance of, 339
CPA’s opinion, where shares capi
talized at legal minimum rather than

at fair value, 348
Irreversibility of amounts transfer
red from earned surplus to capi
tal stock, 354
Necessity of retroactive capitaliza
tion at fair value resulting in defi
cit, 350 (Cf. 349)
Paid by bank out of surplus im
properly classified as undivided
profits, 658
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Reconciling AICPA, legal, and
agency requirements, 351
Surplus available for; after "pur
chase” or “pooling”, 435
Transaction construed as; where one
of several commonly-controlled cor
porations acquires stock of others for
cash, 457
in Treasury stock; income to recipi
ents?, 362
Dividend

base:

Appraisal surplus realized upon dis
position of assets; may this be deemed
part of, 469
Capital gains as; should trust receiv
ing dividends therefrom treat as in
come or principal?, 366
Capital surplus as cash; when earned
surplus available, 344
Capital surplus arising from stock
dividends and preferred stock con
versions; use as, 343
“Undistributed earnings of subsidi
ary”; does latter form part of parent
company’s, 357
Dividend

shares:

Date to use in capitalizing fair value
of, 352
Deficit arising from capitalizing fair
value of, 349 (Cf. 350)
Divisive reorganization :

Accounting aspects of corporate, 459
Feasibility of distribution to com
plete; where value of spun-off cor
poration’s stock exceeds spinning-off
corporation’s net assets, 460
or Spin-off of General Motors shares
by du Pont; treatment by recipient
corporation, 364
or Spin-off of property, for preferred
and common stock of newly-organ
ized corporation, 444
Three-years’ income statement presen
tation for SEC registration purposes,
after, 461
Doctors :

Cost per office call or per patient
hour, in medical practice, 578
“Dollar-linked” obligations and out
standings:

Devaluation of Israel pound as sub
sequent event requiring statement ad
justments, 174

Raw materials acquired by gift, for
processing; should inventory account
ing be used?, 281
Donated plant:

Accountability of public utility for;
propriety of use of depreciation ac
counting, 677
Donation :

(See also “Gift” and “Gifts, grants,
and bequests”)
Additional capital contribution to off
set accumulated deficit of 50-per-centowned Mexican company, 195
Appreciated property; how record on
donor’s books?, 487
or Bequest, received by non-profit
organization; capital vs. revenue trans
action, 555
Nature of, as transaction, 429
Replacement property, upon involun
tary conversion; effect on tax alloca
tion, 309 (Cf. 310, 311)
of Shares by stockholders; with sub
sequent resale of donated shares, 398
Subsidiary’s stock to parent:
Pooling of interests of two corpora
tions under common control, 455
Treatment on parent’s books and in
consolidated statements, 456
Double tax deduction:

Michigan real and personal property
taxes; financial presentation of, 335
Doubtful or uncollectible accounts:

(See also “Reserves”)
Bank’s balance sheet; treatment when
reserve is excessive in amount, 660
Definitions of categories of, 567
Establishing reserve partially, out of
deferred interest income on loans
made, 640
General provisions for losses or; by
savings and loan associations, 652
in Hospital accounting, 538
Is provision necessary, where repos
sessions promptly and profitably re
sold?, 236
Writeoff, by cash-basis partnership,
519
Drafts

or acceptances:

Issued by purchasing company in pay
ment of current liabilities; effect on
financial presentation, 108

Donated assets:

Adjustments for past failure to re
cord, and for premature chargeoff of
assets, 190

Drawings account:

Managing partner’s withholding of in
formation on, from other partners;
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Drawings account (continued):

CPA’s responsibility, 729
of Proprietorship; accounting for auto
used partly for business and partly for
pleasure, 528
shipments”:

“Drop

Distributor’s fiscal-year-end recording
of, 221
Dual

practice:

as CPA and attorney, 731
du

Pont

divestiture:

of General Motors shares; treatment by
recipient corporation, 364

holding company as stock dividend
base, 357
Transfer of, to capital stock, 370
by Board resolution, 369
Treasury stock as restriction on, per
Michigan General Corporation Act,
411, 426
Earnings:

Capitalization of; in connection with
pharmaceutical formulas, 379
Installment purchase of goodwill,
based on percentage of post-acquisi
tion, 637 (See also 636)
and Profits; distributions by utilities
out of other than, 662
Earnings

E
Earned discount or interest:

(See “Unearned discount or interest”)

Earned

surplus:

(See also “Deficit” and “Surplus”)
Amounts transferred to capital stock
from; stock dividend; irreversibility
of transfer, 354
Capitalization of; to adjust retroac
tively for stock dividends, 361
Cash distributions charged to depreci
ation reserve, in absence of, 342
Charging current amortization of
goodwill to; rather than to profit and
loss, 449
Consolidated entity; as base for capi
talization of stock dividend declared
by parent company, 358
Costs attributable to merger or pool
ing as charge to, 404
Difference in par values of old stock
retired and new stock issued; charge
to capital surplus or to, 374
Distributions in excess of corpora
tion’s, 340, 341, 345
Excess paid upon retirement of shares
as charge to, 427
Minority interest portion when Class
A and Class B common stock out
standing, 500

Payment of regular cash dividends
from capital surplus despite availabil
ity of, 344
Revaluation surplus; transfer of, to,
470
Sale of portion of subsidiary’s stock
by parent, at profit, with concomitant
reduction in parent’s share of sub
sidiary’s, 372
Subsidiary’s undistributed; use by

per share:

Computation of; where preferred par
ticipating stock outstanding, 571
Taking provision for deferred taxes
into account, when computing, 323
Easement:

Permanent water flowage on land;
treatment of substantial payment for,
228
Right-of-way clearing expenditures;
capitalization as part of cost of util
ity’s transmission facilities, 664
“Economic

partnership”:

Type of financial statement, 200
Educational institutions :

(See “College or university”)
Effective interest:

on Discounted loan, calculation of,
573

Egg

and chicken production :

Physical inventory as check on lay
ing flock records, 21
Pricing formula for various classes of
poultry in inventory, 20
Elevators:

Measurement of grain in storage, 29
Elimination :

Deficit arising from payment of stock
dividend; against surplus arising from
repurchase and retirement of shares,
380

Deficit: by quasi-reorganization, prior
to pooling of interests, 186, 439
Intercompany profit on sales to un
consolidated subsidiary of parent, by
company thereafter merged with
parent, 438
Interdepartmental profit arising from
transfer at prices in excess of cost,
238
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Elimination

“Equalization

entries:

Intercompany profits on sales of mer
chandise and fixed assets, in prepar
ing consolidated statements, 493
Intercompany rentals, 494
Parent’s investment in subsidiary;
where required to be carried at
market rather than cost, 510
Receivables, payables, patents, de
ferred income, on combined state
ments, 506
Embezzlement:

Bank closing arising out of; as post
balance-sheet-date event; how treat
on depositor’s financial statement?,
101
Bankruptcy arising out of; disclosing
predecessor CPA’s inadequate audit
work to receiver-trustee, 728
Reporting on financial statements in
corporating findings upon special in
vestigation of, 80
Emergency facilities:

Restoration of values for previously
amortized, 191

Eminent domain:

Replacement of property taken by; fol
lowed by donation of replacing prop
erty, 309 (Cf. 206, 307, 308, 310, 311)

Employee

productivity:

“Value added by manufacture” as
measure of; defining and computing,
561, 562
Employees’

credit union:

Audit responsibilities in connection
with clients’, 11
Employees’

CPA serving as auditor and trustee of,
723
Payments made to employees under;
compensation (i.e., operating cost),
dividend, or capital distribution?, 202
purchase plan:

Recording compensation in connection
with, 385

Employees’

contract:

payment

to

be

made

under, 142
Endowment fund:

Definition; inviolability of principal
of fund, 542

EOM credit terms:
and “Anticipation”, 566

or budgetary reserves:

for Deferred maintenance and repairs,
239
Equalization

of reported income:

Rule against, 198

Equipment:

(See also “Machinery”)
Installment purchase of parking meter;
recording obligation therefor, in fund
accounts of municipality, 685
Purchase of, for cash; with third
party supplying credit, 634
Purchased through affiliated corpora
tion; cost to purchaser where affiliate
rebates portion of price paid, 112
Rental fleet construction; impropriety
of classifying as part of inventory, 618
Rentals receivable, under leases in
substance conditional sales, 613A,
613B, 614, 615, 616
Revenues from rentals and sales of
photographic; application of cost and
reporting, 298
Short-term rental thereof, with sub
sequent exercise of purchase option,
610
Stock issued for patent licensing
agreement; covering unproved min
ing, 390
Equipment

account:

Adjusting depreciation reserve having
balance in excess of, 666

Equipment contracts :

Equipment

and fixtures:

under Contract of purchase, balancesheet treatment, 632

Equipment obligation:

Current vs. non-current classification
of, where payments measured by prod
uct sales per contract, 106
“Equities”

trust:

Treasury stock held for sale to, 416

Employment
Contingent

Equalization

Advance payments on, 135

profit-sharing plan:

Employees’ stock

account”:

in Investment trust accounting, 367

vs.

“liabilities”:

as Balance-sheet captions, definitions
and distinctions, 134

Equity

financing program:

Retraction of SEC registration, and
discontinuance of, 403

Equity method:

(See also “Stockholders’ equity”)
of Reflecting finance company’s invest
ment in unconsolidated insurance sub
sidiary, 485
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Equity method (continued)'.

or Offset method of reflecting mort
gage liability, 147
Erroneous

report:

Procedure when it has been circulated,
709
Escrow:

Installment purchase of treasury stock
placed in, 413

Escrow deposits:

Contracts to purchase real estate, 113
“Estate

notes”:

Held by charitable foundation for col
lection, 554
Estate

tax valuation:

Prospective payments based on future
earnings of CPA firm, to be made to
senior partner’s estate, 701
Estates and

trusts:

(See also “Trust” and related key
words ff. thereafter)
Determining book value of construc
tion contractor; for purpose of settling,
605
Extent to which courts engage CPAs
to audit, 712
Independent verification of property
transferred to trustee upon executor’s
final distribution of estate assets?, 10
Legislation requiring mandatory audit
of, 712
Valuation date to be taken on distribu
tion of assets-in-kind; recording stock
dividend accruing to income benefi
ciaries, 365
Ethics: 713-731

(See also “Independence”)
Audit of royalties paid by licensee to
client, 4, 5
Clients’ consents to transfer of working
papers; merger of sole practitioner
with CPA partnership, 713
Client’s misuse of, and tampering with,
audit report, 710
as Deterrent to piracy of clients in re
ferral engagements (Code of Profes
sional Ethics Article 5.02), 706, 707
Disclosing predecessor CPA’s inade
quate audit work, as indicated in
course of special investigation of em
bezzlement, 728
Does CPA have duty to volunteer in
formation to tax authorities re cor
poration’s filing false returns?, 720
Illegal acts or control-law violations of
client; CPA’s responsibilities, reporting
or otherwise, 167, 719

Impropriety of CPA’s basing fees on
percentage of client’s gross sales, 704
Inability to collect fee in correspondent
engagement, 705
Land title abstract business; applica
tion of Articles 4.04 and 4.05 of Code
of Professional Ethics, 731
Lien of CPA on client’s books, 714
Making working papers, schedules,
confirmation forms available to client,
successor accountant, or to others, 714,
715, 716
Malfeasance by trustees; CPA’s re
sponsibility when reporting under Wel
fare and Pension Plans Disclosure Act,
718
Necessity of CPA’s reporting on seri
ous internal control deficiencies; Rule
X-17A-5 filing with SEC, 75
Refusal of CPA to sign special-report
form used by insurance company pay
roll auditors, 717
Tax research undertaken by attorney
or CPA, 730
Withholding of material information
by one partner from other partners;
CPA’s responsibility when encounter
ing on engagement, 729
Evaluation :

and Financial presentation, of mort
gages receivable, 648
Excess:

Billings over costs of uncompleted con
tracts, and vice versa; balance-sheet
presentation, 599, 600, 601, 602, 603
of Dividend payments over accumu
lated earnings, 340, 341, 345
Interunit transfer prices, over cost;
elimination of interdepartmental profit,
238
Liabilities assumed over assets ac
quired, in statutory consolidation, 440
Paid upon retirement of shares; as
charge to paid-in or capital surplus,
427
Parent’s investment cost over underly
ing equity (Cf. 510):
as “Acquisition adjustment” of util
ity, 497
Amortizing in consolidation, 496
Attributable to over-depreciation,
314
Deducting from subsidiary’s pre
ferred stock in consolidated balance
sheet, 445
Proceeds of insurance on life of officer,
over cash surrender value of policy,
205
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Proceeds of insurance over net cost of
fixed assets destroyed by fire; applica
tion of tax allocation principle, 310,
311
of Recorded property value, over cost
to transferors; newly-organized cor
poration, 384
of Reserve for depreciation, over
equipment account balance, 666 (Cf.
295)
Underlying net equity over parent’s
investment cost; as capital surplus in
consolidated statements, 508 (See also
62)
Excess capacity:

and Idle capacity, costs, 240
Excessive

costs:

(See also “Cost or expense”)
Construction, 111
Due to decline in work force efficiency
level; allowability in renegotiation, 593
of Merchandise, covered by “overage
notes”; treatment as purchase dis
counts, 109

Tax-free; tax allocation
erty recorded at amount
basis, 313
Treasury stock acquired
which have appreciated

where prop
exceeding tax

for securities
in value, 422

Exchange adjustment:

“Dollar-linked” obligations and out
standings; devaluation of Israel pound
as subsequent event requiring state
ment; 174
Financial presentation and terminol
ogy for, 237
Liabilities of foreign subsidiary; to
compensate for devaluation of Cana
dian dollar, 513
Exchange facilities :

Allocation of depreciation to military,
296
Executory contract:

(See also “Contract”)
Issuance of stock by newly-organized
corporation, for, 394
Sale of gas, prior to FPC approval,
89

Exchange :

(See also “Acquisition”; “Pooling of
interests”; and “Purchase”)
Bonds for bonds, followed by sale
thereof, and purchase of other bonds
with proceeds, 682
Holding company’s stock for subsidi
aries’ stock; treatment as pooling, 471,
509
Nature of, as transaction, 429
No-par stock retired and par value
stock issued, giving rise to discount,
386 (See also 387 infra)
Old stock retired and new stock is
sued; difference in par values as capi
tal- or earned-surplus charge, 374
of Preferred and common stock; for
property in spin-off, 444
Reconditioned oil burner controls for
cash and replacement of defective
controls, 274
Securities, to acquire other securities;
cost of new, and gain or loss on old,
683
Shares issued for shares; giving rise to
stock discount, 387 (See also 386
supra)
Stock and notes, for notes, 396
Stock for stock; and stock for proper
ty, 431, 435
Subsidiary’s stock, for stock of pub
licly-owned corporation engaged in
pooling, 443

Exhibits and

schedules:

Inclusion of index of; in scope para
graph of CPA’s report, 50
Expense

or cost:

(See “Cost or expense”)
Expensing vs. capitalization:

(See also “Capitalization”)
Accounting principles and policy re,
110
Expert testimony:

re Proprietorship accounts; CPA en
gaged by trustee in bankruptcy, 531
Extended audit procedures:

(See also “Confirmation” and “Inven
tory observation”)
Conforming to, in certifying interim
statements, 74
Disclaimer where omitted, 48, 164
Failure to follow:
Immaterial amounts of receivables
and inventories, 61
No attempt to satisfy by other pro
cedures; may opinion be given?, 60
Limited inventory observation in multi
corporate filling station business as
substantial compliance, 22
Observation of inventories:
Deemed impracticable or unsatisfac
tory; livestock ranch, 59
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procedures (continued):
SEC and AICPA reporting require
ments where failure to carry out, 58
Substantial compliance with, 24

Extended audit

Extensions :

(See “Line extensions”)

Federal Power Commission:

Land clearing costs under uniform
system of accounts, 664
Recording executory contract for sale
of gas; prior to approval of, 89

Feeder of

cattle:

Accounting for livestock and feed pur
chased and sold, 530
Fees:

F
Factorage or

commissions:

(See “Commissions or factorage”)
Factored,

or assigned, receivables:

Disclosure of contingent liabilities, 178
Factors:

Auto parts distributors stocking goods
on “ledger” or “frozen” balance; char
acterization as, 283, 284
Fair:

(See “State fair”)
Fair value:

(See also “Exchange”; “Stock divi
dend”; and “Upward restatement”)
Dividend shares capitalized at; date
to be used, 352
of Dividend shares; impropriety of
capitalizing, if result is deficit, 349
(Cf. 350)
Stock of over-the-counter company;
capitalizing earned surplus on issuance
of stock dividends, 361
Writeup from cost to; fixed assets con
structed by client for own use, 464
False

tax returns:

Filed by corporation under audit;
does CPA have duty to volunteer in
formation to tax authorities?, 720
Family-owned corporations:

Statutory merger thereof treated as
pooling of interests, 454
Farmer:

Incorporation of cash-basis; opening
and closing entries, especially treat
ment of wheat inventory, 529
Federal Area Redevelopment Adminis
tration :

Lease-purchase agreements under loan
program of, 622

Federal Communications Commission
CHANNEL FRANCHISE:

Recording appraisal values for, 476
Federal credit

union:

CPA’s release of original confirmation
requests to client, 716

Cost per office call or per patient hour,
in medical practice; as basis for estab
lishing, 578
Inability to collect, in referral or cor
respondent engagement, 705
for Locating borrowers, guarantying
and processing loans to completion;
time of recognizing as income, 220 (Cf.
648, 649, and 657)
Non-payment of, by client; lien of
CPA on books and records in his pos
session, 714
Percentage of sales as basis for, 704
for Special tax work; case history and
firm policies, 703
Valuation of work-in-process, and con
tingent; upon dissolution of CPA firm,
702

Fiduciary

or trustee:

(See “Trustee”)
Fifo:

Disclosure of difference between in
ventory priced at Lifo, and same in
ventory priced at estimated replace
ment cost or, 177
Fifty-per-cent-owned companies :

Mexican corporation; additional capi
tal contribution as offset against ac
cumulated deficit, 195
Transfer of lands to joint venture, for
cash and 50 per cent capital credit,
computed at market value of proper
ties transferred, 491
Treatment in statements, 490
Filling

stations:

(See “Service stations”)
Film

exhibition rights:

Film

sales and processing costs:

Leased to television stations; financial
presentation of exhibition contracts and
film rental income, 620
Determining which of two corpora
tions should record and reflect, 213

“Finance

charges”:

(See “Unearned discount or interest”)
Finance

companies:

640-647
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(See also “Sales finance companies”;
“Small loan company”; and “Unearned
discount or interest”)
Capitalizing initial operating losses of
new branch offices, 642, 643, 644
Conditional sales contracts assigned to
affiliate which reassigns to, 159
Earned and unearned discount or in
terest; methods of computing, and bal
ance-sheet presentation, 645
Equity method of reflecting investment
in unconsolidated insurance subsidiary,
485
Establishing bad debt allowance par
tially out of deferred interest income
on loans made, 640
Failure to accrue interest receivable
and payable; effect on CPA’s report,
88
Immediate recognition of loan process
ing and guaranty fees, 220 (Cf. 648,
649, and 657)
Installment sales of “shell” homes, and
transfer of notes to subsidiary at “dis
count”; treatment of unearned carry
ing charges, 641
Mortgages and installment notes re
ceivable; on balance sheet of real
estate, insurance, and, 99
“Personal” and “small loan”; bibliog
raphy, 644
Reserves withheld by; time when deal
er should recognize income, 226
“Sales” and “commercial”; bibliogra
phies, 645
Finance company

method:

Balance-sheet presentation of “leas
ing” transactions, 608 (See also 606)
Financial statements:

on Accrual basis although books kept
and taxes reported on cash basis, 94
Co-existing short-form reports; one giv
ing opinion on balance sheet only, the
other giving opinion on all basic, 69
“Economic partnership,” type of, 200
Incorporating findings upon special in
vestigation of embezzlement losses;
nature of report, 80
Monthly, for internal use; inventory
computation, when preparing, 269
Must they agree with books?, 93
Reflecting appraisal values, essential
disclosures in CPA’s report, 463
Subsequent event materially affecting,
and occurring after issuance and re
lease of, 173

Financing:

by Local bank; of securities dealer’s
purchases of municipal bonds, 138
Financing

costs:

(See also “Pre-operating costs”)
or Cost of securing capital; accounting
for, 401
and Incorporating and preproduction
costs, 402
upon Issuance of dividend shares, 339
Newly-organized water carrier; capi
talization of costs of ship, and organ
izing and, 120
on Retracted SEC registration, 403
Underwriting commissions, 383, 400
Withdrawal of one registration, and
filing of another registration, in con
nection with acquisition or pooling, 404

Finished

goods:

Propriety of pricing at arbitrary $2
per pair valuation, shoe manufactur
ing industry, 266
Firm :

Composed of certified and non-certi
fied accountant, expressing audit opin
ion; is this “audit by CPA”?, 95
Fiscal closing

dates:

Combined statements prepared for
corporations with different, 163
Fixed asset:

Jointly owned by husband and wife
and used in sole proprietorship busi
ness; asset status of, 527
Mercury used as cathode in manufac
turing process as, 276
Fixed

assets:

(See also “Land”; “Property”; and
“Real estate”)
Acquired by real estate syndicate; ele
ments entering into “cost” of property,
515
Constructed by client for own use;
impropriety of writeup from cost to
estimated fair market value, 464
Cooperative apartment corporation;
depreciation accounting for, 695, 696,
697
Destroyed by fire; application of tax
allocation respecting excess of insur
ance proceeds over net cost of the
assets, 310, 311
Donated to public utility by munici
pality; depreciation accounting for,
677
and Intangibles; writeup, upon organ
ization of corporation, 379
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assets (continued):
Intercompany profit on sale of; elim
ination entries when preparing con
solidated statements, 493
of Parent and subsidiary, located in
parent’s plant; intercompany costs and
billings, 495
Reallocation of total costs to assign
appraisal values to some assets, arbi
trary amounts less than cost to others,
294
Replacement or appraisal values; use
of, for hospital’s, 484
Replacement or spare parts for pro
ductive; inventory vs. depreciation ac
counting, 270
Revaluation surplus from writeup of
depreciable; some reflections on im
plications, 462
Sale and repurchase of corporation’s
own; involving stock ownership trans
fer, liability assumption, and capital
impairment, 419
Sold by parent to subsidiary; treat
ment of profit on, 466

Fixed

Fixtures:

(See “Equipment and fixtures”)
Flock

records:

Commercial egg and chicken producer;
physical inventory of flocks as check
on, 21 (See also 20)

or Furniture samples of interior deco
rators, valuation of, 282
milling and grain storage:

Accounting aspects of milling-in-transit
privileges, 218
F.O.B. terms:

and Passage of title, in connection
with “drop shipments”, 221
Food and drink:

Sold at cost, less than cost, given
away, etc., 210
Forecasts:

(See “Predictions or forecasts”)
Foreign accountant:

Inquiry respecting historical cost, re
valuation of accounts, Lifo, etc., in
United States, 489
Uniform accounting systems, and in
ternational basic chart of accounts, 732
Foreign

subsidiary

Foreman’s

wages:

Direct or indirect cost in single-prod
uct process-costing situation, 558
Forensic

accounting:

Testimony re proprietorship accounts;
CPA engaged by trustee in bankruptcy,
531
Forgiven indebtedness:

as Material-extraordinary credit to sur
plus, 368
by Principal stockholder, impropriety
taking into income account to offset
previously lost tax benefits, 127
Foundry

operations:

Cost allocation based solely on product
weight; inadequacy thereof, 257
Franchise:

Settlement of claim, upon abrogation
of contract for distributorship, 368
of TV station, propriety of reflecting
appraisal values for, 476
or Warehousing and redistribution
agreements, between manufacturers
and distributors of auto parts; is con
signment involved?, 283, 284
Franchise tax:

Floor stock:

Flour

Audit performed by accredited foreign
accountant; may United States CPA
lend his name to financial statements?,
57

(Canadian):

Adjusting cost of sales, to earmark or
extract loss on exchange fluctuation,
237
Adjusting liabilities, to compensate for
devaluation of Canadian dollar, 513

Accrual of California, 332
Franchised utility:

Computation of amounts due city
based on accounting provisions of ordi
nance, 290
Fraud:

Resulting in bankruptcy, disclosing
predecessor CPA’s inadequate audit
work to receiver-trustee, 728
Fraudulent tax

returns:

CPA auditing corporate books for
creditors’ committee; must Internal
Revenue Service be informed regard
ing?, 720
Freight

charges:

“Frozen

balances”:

Accounting aspects of milling-in-tran
sit privileges; grain storage and flour
milling, 218
of Auto parts distributors; should lia
bility therefor be reflected?, 283, 284

Fund

accounting:

(See also several keywords ff.; and
“College or university”; “Hospitals
and colleges”; “Municipal account-
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ing”; and “Non-profit organizations”)
Exchange of bonds for bonds, sale of
latter, and purchase of other bonds
with proceeds, 681, 682, 683
Preparing commercial-type statements
for hospital employing, 84
Transferring securities between funds
at current fair value, 550

Furniture

Future interest:

(See also “Reversionary interest”)
in Fee to real property; accounting for
lump-sum paid to acquire, 118
Property transferred to corporation by
widow, subject to life tenancy, 117
in Real estate; balance-sheet presen
tation by charitable foundation, 554
or Vested remainder of college, in
corpus of trust, 539 (See also 540)

Funding:

Contractual commitments of company
selling prepaid funeral arrangement
plans, 209
of Deferred compensation with insur
ance policy, 242, 243

Fund-raising costs:

Future

Funds:

Future profits:

as Consideration for installment pur
chase of land, 635
Liability contingent on, 434

Including in balance sheet of univer
sity, 539
Funeral

arrangement plans:

Financial presentation for company
selling prepaid; trusts set up to fund
company’s contractual commitments,
209

Fur

dressing and dyeing:

(See “Animal by-products industry”)

taxes:

Future

(See “Tax allocation”)
Futures

contract :

Potential loss on commodity; provision
therefor, and balance-sheet presenta
tion, 217

G
Gain:

upon Involuntary conversion, 309
Allocation of tax to, 308, 310
Computation of deferred tax at or
dinary rather than capital gains
rate, 311
Gains

Funds held in trust by others:

payments:

Calculation of “discounted amount” of;
under hire-purchase contracts and
leases, 575
Contingent on sales; purchase of busi
ness assets, 636 (See also 635, 637)
to Decedent CPA’s estate; computation
of present value of, 701

Hospital’s special building fund cam
paign; accounting for, in plant fund,
536, 537

(See also “Plant fund”)
Computation of net asset value of mu
tual; and definition of “equalization”,
367
Merging financial presentation of
building and plant; of home for aged,
547
Merging financial presentation of cur
rent and plant, 549
Merging of municipality’s utility and
general, 548
Terminology for unappropriated sur
plus of municipality’s general; propri
ety of earmarking portions of, 375,
376
Transfer of securities between, 550
Transferred and to be transferred for
investment or as gifts, pursuant to
board resolution, 551
Union-industry pension; should actu
arial liability be set up for vested pen
sion rights?, 553 (Cf. 552)
University or college endowment; def
inition, and general rule on inviola
bility of trust principal, 542

display stock:

Used for merchandise promotion pur
poses by interior decorating company,
282

or losses:

(See “Loss” and “Losses”)
Gas:

Recording executory contract for sale
of; prior to FPC approval, 89

Gas

plant acquisition adjustments:

Applicability of paragraph 7 of Ac
counting Research Bulletin No. 51,
497

Gasoline

marketer:

Propriety of limiting inventory obser-
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INDEX

Gasoline marketer (continued):

vation in multi-corporate, multi-loca
tion setup, 22
stations:

Gasoline

Factors determining useful lives of;
depreciation and/or obsolescence, 297
General

and

administrative

expense:

Allocating to uncompleted contracts,
under completed-contract method, 585
(See also 584)
and General manufacturing overhead;
blanket or plant-wide rates vs. multi
ple rates, when allocating to product
segments, 589
General fund:

Gifts, grants, and bequests received by
non-profit organizations on unrestricted
basis; permissibility of exclusion from,
535
Merging municipality’s utility fund
with its, 548
Segregating surplus of municipality’s,
375
General-

or home-office expenses:

of Construction company; allocation to
contracts in process, 584, 585
General Motors:

Divestiture distribution of stock of, by
du Pont; treatment by recipient cor
poration, 364
General

reserves:

(See “Reserves”)
Generally accepted or
ing practices:

usual account

Meaning of, in partnership agreement;
valuation of decedent’s interest, 523
Generally
ples :

accepted accounting princi

and Disposition of utility’s plant ac
quisition adjustment account balances,
663
Use of phrase “presents fairly”, 294
(See also 87)
Writeup of assets, and, 467
Gift:

(See also “Donation”)
Funds transferred and to be trans
ferred for investment or as; pursuant
to board resolution, 551
Inventory acquired by, for processing;
should inventory accounting be used?,
281
Nature of, as transaction, 429
Gifts, grants, and

bequests:

Received by non-profit organizations
on unrestricted basis; permissibility of

exclusion from general fund?, 535
Goodwill:

Charging current amortization to
earned surplus rather than to profit
and loss, 449
Circumstances and conditions of re
cording, 379
Impropriety of recording; where capi
tal accounts of withdrawing partners
reflect deficits, 382
Installment purchase thereof; based on
percentage of post-acquisition sales or
earnings, 636, 637
Recognition in accounts of newlyorganized corporation, 393
Recording of, by insurance agency, up
on mere change in form of legal en
tity, 130
Government

contracts :

(See also “Contract”)
Application of price-redetermination
clause, 592
Formula for computing equitable hour
ly overhead rate, 591
Pricing of spare parts on, 255
Production control and purchasing
cost centers; treating personnel costs
therein as direct or indirect labor
when allocating to, 590
Renegotiation; allowability of exces
sive costs due to decline in efficiency
level of work force, 593
Governmental

units:

(See also “Municipal accounting”)
Reporting on cash-basis, and accrualbasis statements of, 66
Reporting on county audits, 67
Use of depreciation accounting by,
285-292
Grain:

Treatment of inventory of; where cashbasis farmer incorporates, 529
Grain

storage:

for Accounts of others; reporting re
sponsibilities in auditing client en
gaged in, 29, 30
Provision for possible future deteriora
tion of quality or quantity; disclosure
of contingent liability, 28
Grain storage and flour

milling:

Accounting aspects of milling-in-trans
it privileges, 218
Grants:

(See “Donation”; “Gift”; and “Gifts,
grants, and bequests”)
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Gravel :

at Contractor’s job sites; effect on
CPA’s report of omission thereof from
inventory, 279
Grinding

wheels, tools, and supplies:

(See also “Parts”)
Allocation of cost to operations, 579
Grocery chain:

Requirement for CPA’s observation of
inventories taken by internal auditors,
39 (Cf. 37, 38)
Grocery wholesaler:

Accounting and auditing for trading
stamp operations, 688
Advances to independent retail out
lets, by; current vs. non-current bal
ance-sheet classification, 100
“Overage notes” issued by; based on
amount of retail grocer’s purchases,
109
Gross

markon percentage:

Retail inventory method; inclusion of
purchasing (buying) and distribution
center (warehousing) costs in deter
mining merchandise costs, 250

Gross

profit:

Unrealized, on installment sales:
Setting up reserve for, 628
Treatment in financial statements,
627
GROSS SALES OR RECEIPTS:

Impropriety of CPA’s basing fees on
percentage of client’s, 704
Report of CPA, where client has no
controls over concessionaires’ reported,
77
Group

Given by securities dealer to bank
when selling municipal bonds, 138

or composite method:

of Depreciation accounting; procedure
when converting from unit method
to, 293
Growing crop:

or Stock of nurserymen; practicability
of determining “cost” of, 264
Guaranty:

Personal; corporate note, by officerstockholder; is disclosure mandatory?,
160
Guaranty and loan processing fees:

Current recognition as income; charge
to operations for contingent liability
as guarantor, 220 (Cf. 648, 649, and
657)
Guaranty of repurchase:

in connection with “Double assign
ment” of conditional sales contracts;
disclosure of contingent liability, 159

H
Health,

welfare, and pension funds:

(See also “Pension trust fund”)
Accrual of interest earned but un
collected, and amortization of bond
premium or discount, 544
CPA’s responsibilities where encount
ering malfeasance by trustees; report
ing under Welfare and Pension Plans
Disclosure Act, 718
Reporting on, where CPA acts as plan
administrator, 722
“Hidden” reserves:

Nature of, 199
Hides

and furs:

(See “Animal by-products industry”)
Hire-purchase contracts:

(See also “Lease” and several related
keywords ff. thereafter)
Accounting for, 607
Installation of industrial signs; ac
counting for maintenance-service con
tracts, 612 (Cf. 611)
and Leases; calculation of “dis
counted amount” of future payments
under, 575
and Leases; short summarization of
author’s views on, 606
Musical instruments handled “on
sale or return” basis, or under, 223

Historical

cost:

and Revaluation of accounts in United
States; inquiry by foreign accountant,
489
Holdbacks :

or Contract retainages, 594, 595
Holding

company:

CPA’s opinion when underlying net
equity not independently audited, 656
Newly-organized, issuing stock for
stock of subsidiaries; recording ap
praisal values, 471, 509
Using “undistributed earnings of sub
sidiary” as stock dividend base, 357

Home for aged:

Merging financial presentation of
building and plant funds, 547
Non-profit; transfer of securities be
tween funds, 550

2189

2190

INDEX (All numbers herein refer to inquiry numbers)
aged (continued):
Providing for liability or reserve for fu
ture support of members, 149

Home for

Home-

or general-office expenses:

Construction company; allocation to
contracts in process, 584, 585
Homes:

Builder of project; time of recogniz
ing revenue, 580
Payments by utility to developer for
constructing all-electric, 675
Prefabricated:
Mortgage notes transferred to fi
nance company subsidiary, 641
Time of manufacturer’s recognizing
revenues under contracts, 581
Sales agency and erection contractor
for “shell”; display home samples
treated as promotion expense, 247

Hosiery

Hospital accounting:

Blue Cross cost-reimbursement for
mula; cost of demolishing building on
acquired land, 115
Cost attributable to purchased land
with structure thereon; providing for
past service pension costs in advance
of adoption of plan, 171
Fund-raising costs of special build
ing campaign, 536, 537
Plant and equipment, reflected at re
placement or appraisal values; effect
on CPA’s report, 484
Preparing commercial-type rather than
fund-type statements, 84
Provision for bad debts in financial
statements, 538
colleges:

(See also “College or university” and
“Non-profit organizations”)
and Other non-profit organizations;
depreciation accounting for, 533, 534
Hourly pay rate:

Computation, for salaried workers
with fixed annual salary, 569

I
Idle and

Agency commissions paid to officerdirector-stockholders of life insurance
company, 169
CPA’s ethical responsibility when en
countering, 167, 719
CPA’s responsibilities when reporting
under Welfare and Pension Plans Dis
closure Act, 718
Misuse of CPA’s report or opinion;
steps to be taken, 710
Substantial
credits
surreptitiously
granted on import purchases, 170
“Window dressing” in statements sub
mitted for state highway contract
qualification, 168

Impairment of capital:

(See “Deficit”)
In-and-out transaction :

mill:

Determination of net realizable value
and auditing yarn content of inven
tory of greige hosiery, 252

Hospitals and

Illegal acts or improper transactions
of clients :

excess capacity, costs:

240

with Bank at year-end; disclosure or
balance-sheet reinstatement of item,
175
Issuance of corporation’s own stock,
followed by repurchase thereof sub
sequent to fiscal year-end, 168
Income:

(See also “Accruals”; “Deferred rev
enues”; “Installment method”; “Rec
ognition of income”; and “Unearned
discount interest”)
Anticipation of; by giving asset status
to prospective tax carryforward credit,
326
and Assets transferred, by board reso
lutions, between affiliated non-profit
organizations, 551
Commissions or factorage reported as;
or alternatively as film sales and proc
essing services, 213
Deferred payment sales of real estate;
accrual vs. installment method of rec
ognizing, 629
Definition of profit or net; for purpose
of profit-sharing agreement, upon sale
of business, 565
Excess of progress billings over re
lated contract costs; treatment as cur
rent liability vs. treatment as deferred,
599, 600, 601, 602, 603
of Individual; computation for pur
poses of alimony payment, 230
from Oil payments, 225
Portion segregable to minority inter
est in consolidated income statement,
500, 502
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Profit-sharing plan contributions; treat
ment as “cost or expense” or as “ap
propriation” of, 202
Realized from lender for locating bor
rowers, and guarantying and process
ing loans to completion; time of rec
ognizing, 220 (Cf. 648, 649, 657)
Recognition of advance royalties, 224
Recognition of; in connection with
billings by advertising agency in ad
vance of publication in media, 219
Recognition of contract retainages, 595
Recognition of; dealers’ reserves with
held by finance company, 226
Recognition of joint venture, 596
from Rentals and sales of photographic
equipment; depreciation accounting
vs. inventory accounting, 298
Rotating audit procedures relating to
newspaper publisher’s revenues or, 45
Shares issued for speculative patent,
based on formula tied to, 389
Treasury stock issued as stock divi
dend; should recipients treat as, 362
Understatement and overstatement of
depreciation; effect on, 300

219-338
College as; but with no vested re
mainder; asset status of portion of
trust corpus?, 540
Use of deferred tax accounting in de
termining share of, 338

Income

beneficiary:

ing entries, corporation’s opening en
tries for issuance of stock, 529
Cost of; and financing and preproduc
tion costs, 402
of Livestock feeder on cash basis; ac
counting considerations, 530
of Partnership; issuance of promotion
al stock to partners; recording under
writing agreement, 383
Proprietorship’s liabilities in excess of
its assets, 381 (See also 382)
Recording property at amount exceed
ing recent purchase price, upon, 384
Stock issued for executory manufac
turer’s representative contracts, upon,
394
Stock issued for previously unrecorded
goodwill and samples, and for promis
sory note, 393
Total liabilities assumed in excess of
total assets acquired, upon, 440
Writeup of assets, upon, 379, 473
Indebtedness :

(See “Forgiven indebtedness”)

Indemnification payment:

from Appraisal company; applied as
adjustment of cost of treasury stock,
414

Indenture :

(See “Bond indenture”)
Independence :

Income determination: 219-338

Rule against equalizing or normaliz
ing devices in, 198

Income statement:

Presentation of three-years’ operations
for SEC registration purposes, after
spin-off, 461
Reflecting special tooling contract as
special item in, 588
for Trading stamp company; form of
presentation, 690
Income tax allocation:

(See “Tax allocation”)
Income

taxes:

(See “Tax allocation”)
Incorporation:

(See also “Organization of corpora
tion” )
Basis of recording patent and stock
issued therefor, upon, 389
Capitalization of deficits in partners’
capital accounts, upon, 382
Cash-basis farmer; proprietorship clos

(See also “Ethics”)
CPA as administrator, and maintain
ing records, of union health and wel
fare fund, 722
CPA employed as county auditor, 41
Does keeping client’s books compro
mise CPA’s, 61, 721
Ex-partner as director of client under
audit, temporarily employed to con
duct audit, 727
Impairment:
where CPA closely related to offi
cer of audited corporation, 725
where CPA serves as transfer agent
of client, 724
Interpretation of “voting trustee” as
used in Article 1.01 of Code of Pro
fessional Ethics-, CPA serving as audi
tor and trustee of employees’ profitsharing plan, 723
SEC and AICPA standards, 76
SEC standards; compilation of rec
ords on finding deficient internal con
trol and inadequate records, 75
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Independence (continued):

Substantial borrowing from client by
CPA, 726
Independent contractor:

vs. Agent; proper accounting presenta
tion of film sales and processing costs,
213
Indirect labor:

Classifying personnel costs in produc
tion control and purchasing manufac
turing support areas as direct labor,
or as, 590
Foreman’s wages as direct or; in sin
gle-product process-costing operation,
558
Individual:

“Annual net income” of, as basis for
alimony payments, 230
Industrial parts:

or Supplies, 259, 270, 271, 272, 273,
572, 579
Industrial signs:

Contracts for maintenance and instal
lation of, 612 (See also 611)
Initial audit year:

References related to, 73
Use of consistency phrase in first fiscal
year following, 72
Initial

operating losses:

Capitalizing costs of promoting and
building magazine’s circulation, 124
Consumer finance company’s newlyopened branches; deferral and amor
tization of, 642, 643, 644
Initial promotional and circulation

Determining proper balance of un
realized gross profit account, 628
Extent to which used, 625
Financial presentation so as to em
phasize gross profit, 627
Land subdivision company’s exe
cuted “contracts for deed”, 582
Real estate sales where payments
deferred over ten to twenty years,
629
Subdivider using accrual basis for
book purposes, but reporting taxes on;
computation of deferred tax liability
in loss years, 324
Installment

notes receivable:

(See also “Notes receivable”)
Contingent liability on discounted,
179, 180
Defaulted payment by primary ob
ligor, on discounted, 215
and Mortgages receivable; on balance
sheet of real estate, insurance, and
finance company, 99
Unamortized discount as offset to, 653
Installment obligations :

Acquired by corporation in IRC Sec
tion 351 transaction; how record?, 335
of CPA firm, to estate of deceased
senior partner; factors affecting cal
culation of present discounted value
of payments, 701
Loan, secured by assignment of cus
tomers’ future payments under, 607
“Measured by current transactions”;
classification of “ratably accrued” por
tion as current liability, 105, 106

EXPENDITURES:

of Magazine, 124
Installment contracts:

(See also related keywords infra)
Acquired by consumer credit com
pany; rebate of portion of gross pay
ment made therefor, 646
Acquired by finance company, and
dealers’ reserves; recording of, 645
Discounted with recourse, balancesheet presentation, 179 (See also 180)
Installment dealer:

Accounting treatment
charges”, 630
Installment

purchase: 632-639
(See also “Acquisition”; “Lease”;
“Pooling of interests”; and “Purchase”)
Casualty insurance coverage; not un
der Stevens Financing Plan, 639
Equipment acquired with cash sup
plied by third party, 634
Equipment and fixtures, undelivered
at balance-sheet date, 632
Land, to be paid for out of future
profits of buyer’s business, 635
Machinery, where face amount of
note given by purchaser includes de
ferred interest and carrying charges,
633
Parking meter equipment; accounting
by municipality for, 685
Partnership assets; lump-sum pay
ment plus percentage of post-acquisi
tion earnings, 637

Installment

of

“finance

method:

(See also “Income”; “Recognition of
income”; and “Unearned discount or
interest”)
of Recognizing income:
Acceptability thereof, 626
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Patent, where payments geared to
manufacture and sales of, and from,
dispensing machine, 638
Property; lump-sum plus future pay
ments contingent on sales, 636
Treasury stock:
Annuities payable to widow of de
ceased stockholder, 148
Placed in escrow, 413
for Total contract price in excess
of total net assets, 408, 412 (See
also 409, 410, 411)
Water and sewer facilities, by muni
cipal utility, 292
Installment

receivables :

Internal audit of, by officer-stock
holder of client; extent of CPA’s reli
ance, 42
Sold by dealer, treatment of discount
as sales adjustment, 631
Installment sales: 625-631

(See also “Installment method”; “In
stallment purchase”; “Lease”; and
“Sale”)
Capital stock; accounting for stock is
sue expenses and, 401
Installation of industrial signs; ac
counting for maintenance-service con
tracts, 612 (See also 611)
“Shell” homes; offsetting “discount”
arising on transfer of mortgage notes
against unearned carrying charges in
consolidation, 641
Unrealized profit on; setting up re
serve for, 628 (See also 627)

Instruments, musical:

Sold “on sale or return,” or trial basis,
223
Insurance :

Buy-and-sell agreement, funded by:
Disclosure of contingent liability,
165
Preserving parity of burdens and
benefits between older and younger
stockholder, 415
CPA’s responsibility; where client has
inadequate coverage, 157
Cross-purchase of, by parties to stock
retirement agreement, 415
Installment purchase casualty cover
age, not under Stevens Financing
Plan, 639
on Life of officer; excess of proceeds
over cash surrender value, income
statement presentation, 205

Prepaid premiums and cash surrender
value of life insurance policies; ac
counting treatment, 203
Professional liability of CPAs, espe
cially joint venture and referral situ
ations, 706, 707
“Split-dollar” plan; accounting pres
entation of company’s equity therein,
204
Insurance agency:

Change in form of legal entity no
warrant for recording goodwill, 130
Cost of investment in; based on com
mission expectancy; amortization, 129
Purchase of partnership “interest” in,
price related to premiums earned, 518
Insurance company:

“Equity method” of accounting for
investment in unconsolidated, 485
Interim statements on cash basis, pre
pared for; actuarial reserve not cal
culated as of interim date, 552
Investment in subsidiary; treatment in
consolidation, where regulations re
quire investment be carried at market
rather than cost, 510
Maintaining agency as conduit for
paying commissions to officer-stock
holder-director, disclosure, 169
Mortgage and installment note receiv
ables; on balance sheet of real estate,
finance, and, 99
Special-report form used by payroll
auditors of; refusal of CPA to sign,
717
“Surplus notes” issued by; balancesheet treatment as subordinated debt,
156
Tax allocation; between profit and
loss divisions of, 334
Insurance policy:

to Fund deferred compensation; ac
counting for, 242, 243

Insurance proceeds:

Exceeding cash surrender value of
policy on life of officer, 205
Exceeding net cost of fixed assets de
stroyed by fire; application of tax al
location principle, 310, 311

Insurance

renewals:

Accounting for cost of purchased, 129

Intangibles :

Appraisal values for Federal Com
munications Commission channel fran
chise and network affiliation contracts,
476
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Intangibles (continued):

Circumstances and conditions (cri
teria) for recording, 379
Classification of mailing lists as, 576
Cost of “insurance renewals” pur
chased, 129
Payments to be made for covenant
not to compete, 143, 144
from Purchase of subsidiary’s stock,
accounting therefor upon subsequent
merger, 448, 449, 450
Restriction of initial valuation to cost,
116
Intent:

as Criterion for classification of de
mand note payable, 103
Intercompany

costs and billings:

Allocation and accounting treatment
of, 495
Transfer between parent and subsidi
ary; building construction, 466
Intercompany

cross-ownership :

Stock; minority interest computation
when preparing consolidated state
ments, 501
Intercompany

health and welfare, and pension
funds, 544
Canceled bond coupons; reference re
methods of handling, 291
in Closely-held business; valuation of,
523
Deferred carrying charges and; in
cluded in face amount of note given
upon installment purchase of ma
chinery, 633
on Funds borrowed to purchase cot
ton; impropriety of capitalizing, 233
Discount calculation of effective; on
loan, 573
on Revenue certificates of munici
pality; capitalization thereof, 285
Reversionary:
Investment in purchase rights to
building improvement on leased
land, or, 208
in Real estate; asset status and
value measurement, 119
in Securities transferred to trust for
term of years; asset status of, 207
Interest

amortization method:

Interest

or discount:

Interest

expense and income:

Used when preparing statements for
purchase and sale of business, 187

profit:

on Sale of merchandise and fixed as
sets; elimination entries when prepar
ing consolidated statements, 493
on Sale to unconsolidated subsidiary
of parent, by company later merged
with parent, 438
Intercompany rental

charges:

Eliminating when preparing consoli
dated statements, 494
Intercompany transactions:

Disclosure of, and appropriate descrip
tion of significant balances resulting
from, 64, 65
Shipments handled as consignment;
change from prior policy of treating
as sales, 511
with Substantial number of unknown
affiliates or subsidiaries; disclaimer on
consolidated statements, 63
Interdepartmental profit :

Interunit transfers at prices in excess
of cost; elimination of, 238
Interdivisional balances:

and Transactions; elimination of, 492
Interest:

(See also “Decedent’s interest in busi
ness”; “Discount”; “Future interest”;
and “Unearned discount or interest”)
Accruing earned but uncollected; in

(See “Unearned discount or interest”)

Feasibility of bank’s accruing, 661
or Payable and receivable; is failure
of small loan company to record con
trary to generally accepted accounting
principles?, 88
or Payable and receivable; treatment,
in special assessment fund of munici
pality, 684
Interim

audit:

and Manner of making monthly ad
justments, 196

Interim statements:

Allocation of income taxes in; when
computing book value in connection
with buy-sell agreement, 330
Conforming to extended audit pro
cedures when certifying, 74
Insurance companies; where no actu
arial reserve is computed at interim
date, 552
Monthly proration of California fran
chise tax, 332
Reflecting refund due on loss carry
back, 328, 331
Setting up tax refund claim in, 329
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Tax liability in; references, 93
Internal audit staff:

Grocery supermarket chain; extent of
CPA’s surveillance and reliance on in
ventories taken by, 39
Presence of, at physical inventorytaking, 27
Internal audit work.:

by Officer-stockholder of client; extent
of CPA’s reliance, 42
Internal

control deficiencies:

(See also “Control”)
Gross receipts of' concessionaires at
state fair; effect on CPA’s report, 77
“Ledgerless bookkeeping” system for
accounts receivable; shortage of de
tailed account data as compared with
general ledger, 31
Necessity of CPA’s reporting on se
rious; Rule X-17A-5 filing by securi
ties dealer, 75
Reporting on municipality’s, 678
International

chart of accounts:

and Uniform systems, 732
Interunit or intracompany

transfers:

of Internal labor and parts, at amounts
in excess of cost, 238
In-transit items:

(See also “Inventory-in-transit”)
of Security broker-dealers; charging
for confirmation of, and alternative
procedures in verification of, 75
Inventory:

(See also related keywords ff.)
Acquired for stock, where fair value
substantially exceeds tax basis; appli
cability of tax allocation principle, 312
Adjustment to include overhead, for
first time, in; tax allocation where ad
justment made for both book and tax
purposes, 265
“Break-even”; or “statement of inven
tory required to break even”, 278
of Breeding stock, 275
Cannery’s production costs; allocation
between cost of sales and, 258
Commercial egg and chicken pro
ducer’s laying flocks; as check on flock
records, 21
Computation, for purpose of prepar
ing monthly internal financial state
ments, 269
Count of securities of retirement fund,
by state treasurer; may CPA accept?,
40

Covered by trust receipts; disclosure,
280
Cycling of physical; during fiscal year,
43
Discrepancies between physical and
perpetual, 267
Door and cabinet manufacturer’s workin-process and finished goods, where
no actual or standard costs known, 256
Estimated average cost carrying basis;
opinion on balance sheet, 86
Foundry; allocation of costs to, 257
Furniture display samples; interior
decorating company, 282
Gravel transported to job sites; ex
cluded from, 279
Greige hosiery at finishing mill; de
termining replacement cost and net
realizable value of, 252
Held by consignee; audit procedures
and disclosure of contingent liability
for possible damage to uninsured con
signed stock, 176
Impropriety of classifying rental fleet
construction equipment, as part of
618
Items and costs includible therein;
especially oil in ground, real estate,
movie films, and breeding stock, 275
Land subdivision company’s lots;
classification as, 582
Livestock dealer; effect on CPA’s re
port where physical and perpetual do
not reconcile, 59 (See also 18 and
19)
Materials restored to, upon retire
ment of utility operating plant; treat
ment of subsequent obsolescence, 261
Mercury, 100 per cent used, but only
10 per cent used up in manufacturing
process; treatment as fixed asset, 276
of Movie films, 275
Office machines, new, used, and over
hauled; audit procedures for, 26
Oil in ground, 275
Orchid grower; reinstating to balance
sheet at net realizable value in ab
sence of actual cost, 263
Overhead in; necessity for inclusion,
248
Overstatement or understatement of
depreciation; effects on cost of sales,
profits, and, 300
Presence of internal audit staff when
physically taking, 27
Priced at Lifo; disclosure of difference
between inventory priced at Fifo or
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Inventory (continued):

estimated replacement cost, and 177
of Real estate, 275
and Receivables, extended procedures
not followed and not satisfied by
other procedures; effect on opinion,
60, 61
Reconditioned oil burner controls; ac
counting for, 274
Recording difference between opening
and closing, when determining cost of
sales, 268
Repaired machine parts; status as,
272
Repossessed laundry stores; value to
be used when restored to, 13
Shortage or overstatement; financial
presentation of adjustment correcting,
277
Supplies previously expensed when
purchased; reinstatement as, when
valuing stock of retiring stockholder,
572
Taken one month prior to year-end,
with adjustments for last month, 25
Wheat, where cash-basis farmer in
corporates, 529
Writedown to market, or for obso
lescence; treatment in ensuing period;
also cut-off procedures for, 259
Writeoff for extraordinary product ob
solescence; treatment in profit and
loss statement, 260
Inventory accounting:

Animal by-products industry; failure
to count mink hides and furs for
comparison with perpetual inventory,
23
vs. Depreciation accounting; rental and
sales revenues of photographic equip
ment company, 298
Practicability of using; where second
hand inventory acquired by donation,
281
for Scrap metals reclaimed and
smelted, 254
Spare parts or replacement parts for
productive capital assets; depreciation
accounting vs., 270
Inventory observation:

(See also “Extended audit proce
dures” )
Cattle; failure to follow extended
audit procedure requiring, 18 (See
also 59)
by CPA; verifications of grocery stocks
by internal auditors of supermarket
chain, 39

Direct confirmation of livestock in
hands of independent outside custodi
ans, in lieu of, 19
Failure to “observe” in prior years;
applicability of Accounting Series Re
lease No. 90, 8-K filing; confirmation
with public warehouse, 58
Limited to less than 100 per cent of
service stations owned by multi-cor
porate centrally-administered gasoline
marketer, 22
and Measurement of grain stored by
client in elevators, for accounts of
others, 29, 30
Staggering of, 43
Substantial compliance with extended
procedure requiring; effect on CPA’s
report, 24
Inventory

pricing:

Arbitrary variation of retail method
of; expression of adverse opinion, 251
Determination of “market” or “net
realizable value”, 252, 253, 263 (See
also 226 infra)
Integrated poultry raising enterprise,
20
Job lot shop of aircraft parts manu
facturer, 255
Lumber, especially veneer; account
ing for lumber manufacturers, 249
Net realizable value of used, and new
but superseded, trailers, 226
Retail method of; determining net
markup percentage, 250
Shoe manufacturing industry; use of
arbitrary $2 per pair valuation, 266
Tree nursery seedlings, 264
Inventory specialists:

Special examination and report on
program and procedures used by out
side, 38
Utilization, by CPA firm, of outside,
37

Inventory-in-transit :

(See also “In-transit items”)
Accounting for, 259
Inventory

valuation reserves:

Acceptability of, 198
and Reserves for receivables and con
tingencies, 214

Investment:

(See also related keywords ff.; and
“Bonds”; “Cost of investment”; “Mark
etable securities”; “Securities”; and
“Stock”)
Adjusting of parent’s earned surplus
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and; for capitalized surplus of sub
sidiary, 353
in Another company; accounting pres
entation of liquidation of, 452, 453
Bonds held by college or university
as; amortization and accumulation of
premium and discount, 543 (See also
544 and 680)
or Deposits, in savings and loan as
sociation; balance-sheet presentation,
653, 654
Directors’ valuation of; where stock
issued for stock, and for notes; and
notes exchanged for notes, 396
Holding company in stock of several
subsidiaries; accomplished by issu
ance of own shares in exchange, 471,
509
of Lands in joint venture, by subsidi
ary; treatment in consolidated state
ments, 491
Loss reserves for low-grade or de
faulted bonds, or for securities suffer
ing market decline, 545 (Cf. 194, 195)
in Partnerships, or joint ventures;
financial presentation by corporate
client, 597, 598
Purchase or reverter rights to building
improvement on leased land, 208
of Subsidiary in affiliates; excess of
cost over underlying equity deducted
from preferred stock of subsidiary in
consolidated statements, 445
Writedown:
to Lower market; propriety of use
of valuation reserve procedure, 546
(Cf. 194, 195)
for “Permanent impairment” in
value of, 194, 195

Attributable to excessive accumu
lated depreciation, 314
Propriety of gas utility’s treating as
acquisition adjustment, 497
Insurance company parent; treatment
in consolidation, where regulations re
quire investment be carried at market
rather than cost, 510
Parent’s sale of portion of; treatment
in consolidated statements, 372
Stock acquisition costs, 121
Propriety of capitalization, 122
Unaudited underlying net equity sub
stantially in excess of cost, 62 (See
also “Unaudited subsidiaries”)
Unconsolidated insurance company;
treatment of unrealized appreciation
of securities and fixed assets, 485
Underlying net equity exceeding cost
of; impropriety of treating excess as
capital surplus in consolidated state
ments, 508
Investment

Involuntary conversion:

Condemnation of land; providing for
tax on difference between book and
tax bases of replaced property, 206
Fire:
Deferred tax applicable to excess
of insurance proceeds over tax basis
of assets destroyed computed at
ordinary rather than capital gains
rate, 311
Tax allocation applied to gain from
insurance proceeds, 310
Gain on condemnation of land and
building; tax allocation considerations,
308
Gain, replacement with “like kind”
property, and subsequent donation
thereof, 309
Tax allocation problem in connection
with, 307

Investment advisor:

Forecast as to securities values by;
special report by CPA firm on results
of forecast, 82 (Cf. 81)
“Investment method”:

Determining finance company’s un
earned discount or interest, 647
Investment in subsidiary:

(See also “Consolidated statements”;
“Liquidation of subsidiary”; “Parent
and subsidiary”; “Subsidiary”; “Un
audited subsidiaries”; and “Uncon
solidated subsidiary”)
Dividend in complete liquidation, 452,
453 (See also 448-451)
Excess of parent’s cost over underly
ing net assets:
Amortizing in consolidation, 496

trusts:

Definition of “equalization” and com
putation of net asset value, 367
Receiving distributions by utilities out
of “other than earnings and profits”,
662
Reflecting portfolio at market value
and recording unrealized appreciation,
90

J
Jigs, molds, dies:

(See also “Parts”)
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aire’s controlling accuracy of cashier’s,
34

molds, dies (continued):
Accounting for perishable or non-dur
able tools, 273, 579

Jigs,

Job

lot shop:

Inventory pricing, by aircraft parts
manufacturer, 255

“Jobbers’ compensations”
discounts :

or

dealers’

in Rug manufacturing business, 197

Joint audit:

upon Sale and purchase of business,
708
Joint ownership:

by Husband and wife, of property
used in sole proprietorship business,
527
Joint

practice:

as CPA and attorney, 731
Legal liability; CPA firms jointly serv
icing client, 706
Joint venture:

Accrual of income from contract per
formed as, 596
of CPAs servicing clients; legal lia
bility attendant on, 706
Financial presentation of corporate
client’s investment in partnership or,
597, 598
Funds received as collecting agent
for; balance-sheet treatment, 136
Timing and manner of recognizing
income earned by, 598
Unrealized appreciation reflected by
subsidiary on investment of lands in;
parent company elimination thereof
in consolidation, 491
Junior partner:

Paid salary and bonus, but no capital
contribution; resultant partnership?,
700
Junk

yard:

Engaged in smelting operations and
reclamation of parts and materials;
accounting for, 254

K
Key-man insurance:

Excess of insurance proceeds over
cash surrender value of policy on life
of officer, 205 (See also 203, 204)
Key

punch:

Methods of discount house concession

L
Labor

applied:

Cost accounting for proprietor’s direct
productive, 532
Labor costs:

Excessive, due to decline in efficiency
level; allowability in renegotiation,
593
Internal parts and; intracompany trans
fers at amounts in excess of cost, 238
in Production control and purchasing
cost centers; direct vs. indirect allo
cation to government contracts, 590
Single-product, process-costing opera
tion; foreman’s wages as direct or in
direct, 558
Labor union:

Payments for perpetual care of ceme
tery plots, 133
' Pension fund set up by industry and;
should actuarial liability be reflected
for vested pension rights?, 553
Lake reservoir:

Accounting for water supply contract,
dam construction, and general devel
opment costs of creating, 577
Land:

(See also “Fixed assets”; “Property”;
and “Real estate”)
Building constructed by lessee on les
sor’s; where lessee has election to sell
to owner within five-year period for
one-half cost, 208
Cost to be attributed, when purchased
with intent of demolishing building,
115, 171
Installment purchase of, to be paid
for out of future profits of buyer’s
business, 635
Payment by government for perma
nent water flowage easement on, 228
Replaced with condemnation award
proceeds; tax provision on difference
between book and tax bases, 206 (See
also 307-311)
Transferred to joint venture by sub
sidiary, as investment; treatment in
consolidated statements, 491
Land and land

rights:

Including clearing, draining, grading
expenditures as part of cost of, 664
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Title abstract business; application of
Articles 4.04 and 4.05 of Code of Pro
fessional Ethics, 731
Land

purchase contract:

Transferred for stock of newly-organ
ized corporation; asset status of, 392
Land subdivision company:

Advances for construction of waterline
extensions; treatment by municipal
utility, 671
on Different tax and book bases; de
ferred taxes in loss year, lot sale can
cellations, time-price differential in
cluded in contract price, 324
Estimated costs of improving and de
veloping land, in accounts of; effect
on CPA’s opinion, 583
Recognition of income on “contracts
for deed” where land plots paid for
in installments, 582
Last-in, first-out:

(See “Lifo”)
Lateral installations:

Water supply system of municipality;
accounting for, 684
Laundry stores:

Value to be used when repossessed,
and restored to inventory, 13
Layaway :

or Will-call sales; accounting treat
ment of, 222
Lease: 606-624

(See also related keywords ff.; and
“Lessee”; “Lessor”)
Converted to sales; contracts for erec
tion and maintenance of outdoor ad
vertising signs, 611 (Cf. 612)
Liability status of prospective rentals
payable under, 621
Percentage; audit of sales and report
on rentals payable, 7, 8
in Substance a purchase; acquisition
of water and sewer facilities by muni
cipal utility, 292
in Substance a sale, 613A, 613B, 615,
616, 622
with Assignment of “lease” to finan
cing company, 614

Lease agreements:

Factory addition in process of con
struction under sale and; balance-sheet
classification, 623
for Rental of vehicles; balance-sheet
presentation by lessor, 609

Lease financing subsidiary:

Consolidated statements for appliance

manufacturer and, 507
Lease-purchase agreements :

Calculation of “discounted amount” of
future payments under, 575
Contracts for installation and main
tenance of industrial signs, 612 (See
also 611)
under Federal Area Redevelopment
Administration loan program, 622
Musical instruments handled “on sale
or return” basis, or as, 223

Leased

equipment:

Comments regarding annual report of
United States Leasing Corporation, 607
Current vs. non-current classification of
complement of vehicles; where auto
rental company regularly disposes of
its vehicles after one year of use, 619
Impropriety of classifying as part of
inventory, 618
where Option to purchase exercised,
610
“Leased”

equipment accounting:

Short summarization of author’s views
on, 606
Leasehold :

Capitalizing, where “bargain rentals”
involved, 116
Valuation and financial presentation
of 99-year, 624
Leasehold improvements :

Adjustment of amortization of, where
renewal option exercised or new lease
extending term executed, 192
Leasing:

of Movie film exhibition rights to tele
vision stations; financial presentation
of exhibition contracts and film rental
income, 620
Leasing and/or

sales:

Photographic equipment; allocation of
cost, and reporting, 298
Leasing transactions:

Balance-sheet presentation of; “finance
company” method, 608
“Ledger

balance”:

Auto parts furnished on; liability, or
consignment?, 283, 284
“Ledgerless bookkeeping” :

or SUIAP (or Standard Unit Invoice
Accounting Plan) for accounts receiv
able; discrepancy between detail file
and general ledger control, 31

Legacies :

(See “Donation”; “Gift”; and “Gifts,
grants, and bequests”)
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Legal consolidation:

or Pooling of interests; newly-orga
nized corporation, where assumed lia
bilities exceed acquired assets, 440
Legal entity:

Change in form of; no warrant for re
cording goodwill of insurance agency,
130
Legal

liability:

CPA firms jointly servicing client, 706
Legislation:

Mandatory audit of trusts and estates,
712
Lessee:

(See also “Lease”)
Liability status of prospective rentals
payable by, 621
Option to revest title to building in
owner or owner’s assignee prior to lease
termination, 208
Lessor:

(See also “Lease”)
Agreement to convey fee to real estate,
upon death of, 118
“Lease-sale” (hire-purchase) of indus
trial and outdoor advertising signs, and
maintenance-service contracts, 611,
612
Rentals prospectively receivable by; as
set status, 607
Vehicle rental agreements; balancesheet presentation by, 609
Letter

of transmittal:

(See also “Report or opinion”)
Unaudited statements accompanied by,
52
Unaudited statements from data proc
essing centers where CPA’s name asso
ciated therewith, 53
Liabilities:

(See also “Liability” ff.; and “Loan
obligations”; “Loan participation agree
ment”; “Loan payable”; “Notes”;
“Notes payable”; and “Payables”)
and Assets of land subdivision com
pany; feasibility of current and noncurrent classification, 582
Canadian subsidiary, payable in fixed
amount of United States dollars; ad
justments to take into account devalu
ation of Canadian dollar, 513
Defined and contrasted with “account
abilities” or “equities”, 134
Drafts issued in payment of com
pany’s, 108

Equipment ordered or in process of
manufacture; advance payments on,
135
Exceeding assets:
Partnership newly-organized as cor
poration, 382
in Pooling of interests, 440
Proprietorship newly-organized as
corporation, 381
Loan obligations with “dollar-linking”
clause; devaluation of Israel pound as
adjustment-type subsequent event, 174
Overdrafts; balance-sheet presentation
of, where bank automatically initiates
loan, 137
Redemption of stock owned by offi
cers; resulting in impairment of capi
tal and, 409, 410
Securities transferred to corporation to
bolster its net quick asset position;
may subordinated note be reflected as
capital?, 155
Trust agreement obligation of corpora
tion to pay annuity for ten years to
widow in return for deceased hus
band’s stockholdings, 148
Liability:

(See also “Liabilities” above and “Con
tingent liability”)
Accounting vs. actuarial concept of,
150
Accrual for non-contested portion only,
246
Actual and contingent, relating to serv
ice contracts, 574
for Annuities payable to widow for
life; upon transfer of property to cor
poration, 117
Basic stock of merchandise consigned
or furnished “on ledger balance”, 283,
284
Benefits payable by pension trust
fund, 553
Bonds issued to customers in connec
tion with airplane sales, 145
Contingent on future profits, 434
Corporate assumption of; securing new
stockholder’s personal obligation to old
stockholder, 419
of Corporation; for advance made by
new stockholder, to acquire old stock
holder’s shares, 421
CPA firms jointly servicing clients, 706
“Deferred income taxes” as contingent
or actual, 336
Deferred tax on difference between ac-
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celerated and straight-line depreciation;
reflecting as additional depreciation,
337
Definition of, in relation to obligation
for future support of members of
home for aged, 149
Dividends declared; record date sub
sequent to balance-sheet date, and
stock options outstanding, 339
Estimated possible losses due to de
terioration of grain in storage for
Commercial Credit Corporation, 28
Failure to calculate interim date actu
arial; reporting on interim balance
sheet of fraternal insurance company,
552 (See also 553)
for Future redemptions; recognition
and measurement of, by trading stamp
companies, 687, 688, 689
Inadequate insurance coverage; neces
sity for disclosure as contingent, 157
Installments “measured by current
transactions”; classification of “ratably
accrued” portion as current, 105 (Cf.
106)
Issuance of treasury shares earned in
connection with sales promotion plan,
417
Loan obtained by real-estate-holding
subsidiary, secured by mortgage and
assignment of lease rentals, 146
Mortgage on personal residence; re
flection in statement of sole proprietor
ship, 526
Mortgage on real estate securing pur
chase money or loan; equity or offset
method of presentation, 147
Payments to be made during life
expectancies of joint sellers of real
estate; reflecting actuarial liability in
purchaser’s balance sheet, 151
Progress billings in excess of related
contract costs, 599, 600, 601, 602, 603
Prospective rentals payable by lessee;
status as, 621
Purchase of equipment; current classi
fication where payments under con
tract measured by product sales, 106
(Cf. 105)
Redemption of scrip certificates issued
in connection with regular sales, 234
for Transit tonnage (grain shipments);
and acquisition and valuation thereof,
218
Licensee:

CPA engaged by licensor to verify
royalty computation; tie-in of invoices
with sales account, and attendant
ethical problems, 4, 5

Practices between licensor and; in
auditing and reporting upon royalty
payments, 6
Licensing

agreement:

Stock issued for; where agreement
based on patent application covering
unproved mining equipment, 390

Lien:

of CPA, on client’s books and records,
714

Life

beneficiary:

Life

insurance:

Use of deferred tax accounting in de
termining trust income share of, 338
(See “Insurance”)

Life memberships:

Non-profit organizations;
for, 556
Life

accounting

tenancy:

Property transferred to corporation by
widow subject to, 117
Lifo:

Acceptability of, in United States, 489
Lifo

inventories:

Disclosure of replacement value of,
177
Writedown to lower market; where
combined upon merger, 262
Line extensions:

Advancement of funds by subdividers,
for, 671
Amounts paid in by users, 668, 672
Liquidating dividend:

(See also “Dividend”)
Paid to parent by subsidiary, out of
paid-in and acquisition surplus, 345
Payable to parent upon dissolution of
subsidiary; prospective recognition of
gain by parent, 491
Spin-off of General Motors shares by
du Pont; treatment by recipient corpo
ration, 364
Liquidation of partnership:

Organization of new corporation and;
necessity for restoring partners’ capi
tal deficits, 381, 382, 521
Second mortgage held by partner on
house sold by partnership; disposi
tion, upon, 517
Liquidation of subsidiary:

Excess of investment over underlying
equity treated as loss, 452, 453
Following loan from subsidiary to
partly fund acquisition of subsidiary’s
stock, 451
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Liquidation of subsidiary (continued):

Nature and treatment of excess of
underlying net equity over cost of
investment, 450
into Parent company; following initial
“purchase” or “pooling of interests”,
448, 449
Litigation :

Pending or threatened; carrying value
of patents acquired by lump-sum
“purchase” from affiliated company,
506
Pending or threatened; as test for dis
closure of illegal transaction in finan
cial statements, 167
Livestock:

Failure to reconcile perpetual and
physical inventories satisfactorily; effect
on CPA’s report, 59
in Hands of outside independent cus
todians, direct confirmation in lieu of
inventory observation, 19
Physical inventory not observed; effect
on CPA’s report, 18
Livestock feeder:

on Cash basis; accounting problems
upon incorporation, 530
“Loading

factor”:

(See “Unearned discount or interest”)
Loan:

and Deposit accounts of bank; cycling
of confirmations, 44
Discount calculation of effective in
terest thereon, 573
Establishing bad debt allowance par
tially, out of deferred interest income
on, 640
or Lease-purchase agreement; under
Federal Area Redevelopment Admin
istration program, 622
to Real-estate-holding subsidiary, se
cured by mortgage and assignment of
lease rentals, 146
Rural Electrification Administration ap
proval of application for; as event re
quiring accounting recognition of trans
action by borrower, 665
Secured by assignment of future rent
als and/or installment payments, 607
of Stock to corporation, legal effect of
and attendant accounting; disclosure
of subordinated liability, 155
Third-party lender; fees for locating
borrowers, guarantying, and processing
loans to completion; timing of recog
nition as income, 220 (Cf. 648, 649,
657)
Loan “commissions”:

Charged borrowers for placing loans,

and discount on mortgages purchased;
recognition of income, 649
on Construction advances by savings
and loan association; current accrual
vs. deferral, 648 (Cf. 220)
Loan

obligations:

with “Dollar-linking” clause; devalua
tion of Israel pound as adjustmenttype subsequent event, 174
on Equipment; current vs. non-cur
rent classification, where contract re
quires payments to be measured by
current transactions, 105, 106
Loan participation agreement:

Mortgage loans granted by savings and
loan association pursuant to; account
ing and financial presentation, 655
Loan payable:

(See also “Payables”)
Collateralized with stock purchased
with loan proceeds; accounting presen
tation where client not personally lia
ble on loan, 442
where Commonly-controlled corpora
tions are jointly and severally liable,
162
Secured by assigned accounts receiv
able and “cash collateral” account, 140
Secured in part by cash and securities
deposited by stockholder of corporate
borrower, 139
Loans:

Serviced by mortgage servicing com
pany; nature and extent of confirma
tion of, 3
Loans receivable:

Confirmation of; by savings and loan
association adopting coupon method of
loan payment remittances, 650
Sale of, prior to year-end, followed by
repurchase, 175
Log-buying and purchasing

costs:

249
Long-form

232,

report:

Disclaimer of CPA’s responsibility for
supplementary data in, 54
Followed by issuance of short-form
report, 98
Long-term construction-type con
tracts :

Taken at price not making “normal”
contribution to general overhead; pro
viding for losses, 586
Long-term

leases:

(See also “Lease” et seq.)
Conditional sales in substance, 292,
613A, 613B, 614, 615, 616, 622
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Long-term note payable:

(See also “Notes payable”)
Current or non-current; where subse
quent events indicate payment ac
celerated, 104
Installments “measured by current
transactions”; classification of “ratably
accrued” portion as current, 105, 106
Loss:
(See also “Losses” ff.; and “Tax allo
cation”)
Contracts taken at price covering di
rect costs and making contribution to
general overhead, 586
Decline in value of marketable securi
ties; recognition of, 193
Deterioration of stored grain, actual or
contingent; provision based on esti
mate, 28
or Gain on translation of foreign ac
counts; financial presentation and
terminology, 237
Initial year’s operations; capitalizing
costs of promoting and building maga
zine’s circulation, 124
Liquidation of subsidiary; excess of
investment over underlying equity
treated as, 452, 453
Potential, on unhedged forward pur
chase commitment; provision therefor,
and balance-sheet presentation, 217
Product obsolescence and curtailment
of manufacture, 260
Resale of treasury shares, 397
Sale of bonds; deferral, to offset
against future years’ interest earnings,
681, 682, 683
Scrapped architect’s plans and speci
fications; impropriety of deferring, 132
Uncompleted tooling contract, 587

Losses :

Allocation of taxes; insurance company
divisions with net operating gains and,
334
on Contracts, or in cost utility of in
ventory; determination of, 253
Finance companies’ initial operating;
impropriety of capitalizing, 642, 643,
644
or Gains, on security sales by trust
funds; do they redound to principal
or income beneficiary?, 366
Interim statement tax liability; as af
fected by either current or anticipated,
93, 328-332
Savings and loan associations; general
provisions for doubtful accounts and,
652
Low-grade

or defaulted bonds:

or Securities suffering market decline;
use of investment loss reserves, 545
Lumber

manufacturers:

(See also “Timber” and “Timber obli
gations” )
Inventory valuation or pricing, espe
cially veneer, 249
Log-buying and purchasing costs, 232
Lump-sum payment:

Allocation of, upon purchase of busi
ness, 446
to Lessor, to acquire vested future in
terest in fee to real estate, 118
Patents, methods of allocation and
amortization, 506
Plus future payments contingent on
sales; purchase of business assets, 636
Plus percentage of post-acquisition
earnings; purchase of partnership as
sets, 637

LOSS CARRYBACK:

(See also “Tax carryback refund”)
Acquisition of subsidiary with poten
tial; computation of acquisition sur
plus and reflection of tax liability in
consolidated statements, 512
LOSS CARRYFORWARD CREDIT:

Asset status of potential tax, 326
Financial presentation, 325
Writeoff of amount paid therefor, upon
utilization or lapse of, 327
Loss years:
Computing deferred tax liability in;
subdivider on installment method for
tax, accrual basis for book, purposes,
324
Tax allocation in, 316, 317, 318, 319

M
Machinery:

(See also “Equipment”)
Acquisition on installment basis; face
value of note includes deferred inter
est and carrying charges, 633
Lease thereof, interpreted as in sub
stance a sale, 613A, 613B, 614, 615,
616 (See also under “Lease”)

Machine parts:

(See also “Parts”)
Repair costs of, 272
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Magazine

publishing:

Capitalization of initial circulation or
promotional expenditures, 124
Mailing lists:

Valuation and asset status of, 576
Maintenance

and depreciation:

Amortizing combined maintenance and
capital costs, 299
Maintenance

parts or supplies:

270, 271, 272, 273, 274, 572, 579
(See also “Parts”)
Maintenance

259,

reserves:

to Equalize charges and reflect budg
etary provisions for deferred mainte
nance and repairs, 239
Maintenance-service

contracts:

(See “Service contracts”)
Malfeasance :

of Trustees; reporting pursuant to re
quirements of Welfare and Pension
Plans Disclosure Act; CPA’s responsi
bilities when encountering, 718
Management’s

representations:

as to Continuing cost utility of re
search and development expenditures,
85
Management’s

valuations :

CPA’s report based in part on, 90
Mandatory

audit:

of Estates and trusts; legislation re
quiring, 712
Mandatory requirement:

Furnishing surplus reconciliation, 373
Manufacture:

Definition, and nature of, “value add
ed” by, 561, 562
Manufacturing

overhead :

and General and administrative ex
penses; allocation to production seg
ments with different end-use, 589
Markdowns :

Application of arbitrary percentage re
ductions to merchandise age categories;
retail inventory method, 251
vs. Markup cancellations; when apply
ing retail inventory method, 250
Market

value:

Definition and determination of “net
realizable value” or, 253
Investment in subsidiary required by
insurance regulations to be carried at;
treatment in consolidation, 510
Pricing inventories of greige hosiery at
net realizable value, 252
Pricing inventories of growing orchids
at net realizable value, 263

Trailers, new but superseded, and
used; pricing at net realizable, 226
Marketable

securities:

(See also “Bonds”; “Securities”; and
cf. “Investment”)
Appreciated in value; acquisition of
treasury stock in exchange for, 422
Recognition of book loss upon decline
in value of, 193
Valuation reserve procedure when pro
viding for decline in value of, 546
(See also 194, 195, 545)
Markon

or markup percentage:

Retail inventory method; propriety of
including distribution, warehousing,
and purchasing costs when determin
ing, 250
Matching:

Toll revenues and toll charges from
connecting line; for twelve months
ending 11/20 and 12/20, respectively,
667
Material

commitments:

Annuity payments to retiring corpora
tion president, 143
Effect on report of inability to dis
close, 163
Potential loss on unhedged forward;
provision therefor, and balance-sheet
presentation, 217
Trusts set up to fund sales of prepaid
funeral arrangement plans, 209
Materiality:

Definition of, or criteria for, 97
Materials

purchase costs:

Capitalizing interest as part of raw
cotton, 233
Medical doctor’s practice:

Computation of cost per office call,
and budgeting rate per patient hour,
578
Memberships :

Life, in non-profit organizations, 556
Merchandise :

Aging of, and use of arbitrary cost re
ductions; when employing retail in
ventory method, 251
Consigned or furnished “on ledger bal
ance”, 283, 284
“Merchant’s Rule”:

vs. “United States Rule”; in applying
partial payments to delinquent ac
counts, 567
Mercury:

One hundred per cent used but only
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10 per cent used up in manufacturing
process; inventory or fixed asset, 276

Merger:

(See also “Acquisition”; “Pooling of
interests”; and “Purchase”)
of Accounting practices; obtaining cli
ents’ consents giving access to working
papers, 713
Adjustment of unearned discount; to
provide for consistent treatment, upon,
185
Costs incurred in effecting, 404
Family-owned corporations; treatment
as pooling of interests, 454
Financial presentation of plant and
building funds; home for aged, 547
Financial presentation of plant and
current funds; “necessary explanation”
vs. inconsistent application of account
ing principle, 549
Financial presentation of utility and
general funds; municipality, 548
Lifo inventories combined upon; write
down to lower market, i.e., reproduc
tion cost, 262
Quasi-reorganization of absorbed com
pany with substantial deficit prior to
pooling of interests or, 186, 439
of Sales financing and leasing compa
nies; manner of presentation of lease
transactions, 608
Unconsolidated subsidiary’s prior ac
quisition of fixed assets from company
absorbed by parent, 438
Value at which to carry forward net
assets of merged corporation, 448, 449,
450, 451
Writeup of assets upon purchase or;
tax non-deductibility of appraisal in
crement, 432

Metals:
Reclamation and smelting of scrap,
254

Michigan General Corporation Act:
Requirements for financial presentation
of treasury stock, 411, 426
Michigan property taxes:
Financial presentation of double tax
deduction for, 335

Milling-in-transit privileges :
Grain storage and flour milling in
dustry; accounting aspects of, 218
Mineral deposits:
Carried at arbitrary value; effect on
CPA’s report, 91
Potential “discovery value” of; finan
cial presentation at survey stage, 92

Mining equipment:
Patent application covering unproved;
recording stock issued for licensing
agreement based thereon, 390
Mink

hides and furs:

(See “Animal by-products industry”)
Minority interest:
Acquired subsidiary; no bar to treat
ment as pooling, 437
Stock of subsidiary held by parent
company’s stockholders; consolidated
statement presentation of, 503
Subsidiary owning stock of parent;
computation of, 501
Subsidiary with Class A and B com
mon stock outstanding:
Computation of, 500
Segregation of portion of combined
income attributable to, 502
Minutes :
Failure to read corporate; effect on
auditor’s report or opinion, 96
Misuse of CPA’s report or opinion :
by Client; steps to be taken, 710
Model Business Corporation Act:
Defining “unrestricted surplus” for pur
pose of Texas Business Corporation

Act, or, 379
Model homes:
Expenditures for; by sales agent and
erection contractor, 247
Molds,

jigs, dies:

(See “Parts”)
Money orders:
Accruing revenue from sales of; based
on statistical experience as to redemp
tions, 229
Monthly adjustments:
Maimer of making, 196
Monthly financial statements:
For Internal use; inventory computa
tion for purpose of preparing, 269
Mortgage :
on Building erected on land of one
corporation by another corporate agent
or lessee; treatment of mortgage obli
gation, upon liquidation of latter cor
poration, 517
Partner holding second; on house sold
by partnership; disposition of mort
gage upon liquidation of partnership,
517

Mortgage liability:
Equity or offset method of reflecting,
147
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liability (continued):
on Personal residence; reflection in
statement of sole proprietorship, 526
of Real-estate-holding subsidiary; fi
nancial presentation, 146

Mortgage

Mortgage

loans:

Granted by savings and loan associ
ation pursuant to loan participation
agreement, 655
Mortgage

principal installments:

Liquidated out of waterline carrier’s
current contract receipts, 617
Mortgage

servicing company:

Commitment from investor to purchase
mortgage at firm price; proper carry
ing value on balance sheet of, 212
Nature and extent of confirmation of
serviced loans, 3
Mortgages :

Acquired upon sale of real property,
and upon exchange of stock therefor;
accounting for various non-cash trans
actions, 211
Mortgages

purchased:

Impropriety of taking entire discount
up immediately as income, 649, 657
and Related notes acquired by finance
company subsidiary of “shell” homes
construction contractor; impropriety of
eliminating parent’s “discount against
subsidiary’s unearned discount, 641
Mortgages

Municipal

receivable:

Carrying value where servicing com
pany has commitment from investor
to purchase at firm price, 212
and Installment notes receivable; bal
ance-sheet presentation by real estate,
insurance, and finance company, 99
Savings and loan association; valuation
basis where appraisal value of under
lying property less than face value of
claim, 648
Motor vehicle lease

agreements:

Balance-sheet presentation by lessor,
609
Movie

film exhibition rights:

Leased to television stations; financial
presentation of exhibition contracts and
film rental income, 620
Multi-state accounting

practice:

Effect on number of tax returns re
quired to be filed, 699
Organization and structure of, 698
Municipal

accounting:

able in special assessment fund; ac
counting for water lateral installations,
684
Capitalizing interest on revenue cer
tificates; depreciation accounting for
municipally-owned utilities, 285
Depreciation or debt service charges to
operations for utilities or self-sustained
enterprise, 286, 289
Installment purchase of parking meters;
recording in fund accounts, 685
Merging utility and general funds, 548
Principal and interest on general obli
gation bonds of utility; where latter
pays only part of debt service, 291
Recognition or deferral of loss; sale
or exchange of securities to acquire
other securities, by pension trust fund,
683
Segregating surplus of general fund,
375
Terminology for unappropriated sur
plus of fund, 376
Utility’s treatment of customers’ main
extension deposits forfeited, 668
Water and sewer facilities, acquired
through separate municipal corpora
tion, 292
Water system; unrecorded revenues
and liabilities at end of period, 667
Water utility line extensions, where
funds advanced by subdividers, 671

678-686

(See also “Governmental units”)

Accrual of interest receivable and pay

airports:

Depreciation accounting for, 686
Municipal bonds:

Financing of securities dealer’s pur
chases of; by local bank, 138
Municipal ordinance:

Computation of payments due city
from franchised utility based on ac
counting provisions of, 290
Governing issue of bonds; CPA’s re
sort to findings of engineer, 68
Municipal

utilities:

(See “Municipal accounting”; “Munic
ipal airports’; and “Municipal ordi
nance” supra)
Municipalities :

Content of audit reports, 678 (Cf. 67)
Music dealer:

Accounting for instruments handled on
hire-purchase or “on sale or return”
contract basis, 223
Mutual

funds:

Definition of “equalization” and com

putation of net asset value, 367
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Receiving distributions by utilities out
of “other than earnings and profits”,
662
Reflecting portfolio at market value
and recording unrealized appreciation,
90
Mutual

shareholdings:

Parent and subsidiary; computation of
minority interest, 501

Net

realizable value:

Determination of “market” or, 253
Hosiery mill’s inventory of greige
hosiery; determination of, 252
Inventories of growing orchids priced
at; for purpose of reinstating inven
tories to balance sheet, 263
Trailers, new but superseded, and
used; pricing at, 226
“Net tangible assets”:

Definition, 563

N

Network

affiliation contracts:

Recording appraisal values for, 476
regional CPA firms :
Structure and organization of; general
vs. limited participation of partners,
698

National or

“Necessary

explanation”:

Merging presentation of plant and cur
rent funds; inconsistent application of
principles, or, 549
Negative

capital:

(See “Deficit”)
Net asset

book value”:

Use of phrase, 426
Net earnings per

share:

Computing; where preferred partici
pating stock outstanding, 571
Provision for deferred taxes taken into
account in computing, 323
Net

worth:

Book value of; special-purpose state
ments for purchase and sale of busi
ness, 187, 188
of Contractor; determination of, for
purpose of settling estate matter, 605
Writeup of assets to circumvent, or
prevent breach of, contract clause re
quiring maintenance of minimum, 480
Newly-organized corporation :

value:

Investment trust; nature of “equaliza
tion” and computation of, 367
“Net

Net

equity:

Bank holding company subsidiaries;
effect of failure to have independent
audit, on CPA’s report, 656
in Excess of parent’s cost; classifying
excess in consolidated statements as
capital surplus, 508
Parent’s investment cost in excess of
underlying, 314, 445, 496, 497, 510
Unaudited, and substantially in excess
of parent’s cost, 62 (See also 498,
499)
“Net income” or “profit”:

(See also “Income”; “Installment meth
od”; “Recognition of income”; and
“Unearned discount or interest”)
Computing consolidated; for purpose
of dividend restriction in bond inden
ture, 231
Definition of; for purpose of profitsharing agreement, upon sale of busi
ness, 565
of Individual, computation for pur
poses of alimony payment, 230

(See “Incorporation” and “Organiza
tion of corporation”)
Newspaper

publisher:

Rotating audit procedures relating to
revenues, 45

No-audit disclaimers:

How explain to client?, 78
Non-cash transactions:

(See also “Stock”)
Issuance of shares based on formula
tied to income, as consideration for
speculative patent, 389
Issuance of stock for inventory where
fair value of inventory substantially ex
ceeds tax basis; applicability of tax al
location, 312
Mortgages exchanged for real estate
and for stock, and received as divi
dend, 211
Parent’s exchange of subsidiary’s stock
for stock of company engaged in pool
ing; treatment as, 443
Stock issued for stock and for notes;
measurement of investment amounts
in accordance with “pooling” rules or
rule relating to, 396
or Tax-free exchange; tax allocation
where real property recorded at
amount exceeding tax basis, 313
Non-competition

agreements:

Accounting for costs of, 144
Payments to retiring officer in consid
eration of future advisory services and,
143
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Non-durable

tools:

Accounting for, in initial year of oper
ations, 273, 579
Non-profit organizations: 533-557

(See also “College or university”;
“Fund accounting”; “Fund-raising
costs”; “Funds”; “Hospital account
ing”; “Hospitals and colleges”; and
“Municipal accounting”)
Cash receipts of churches or other;
accounting and internal control there
for, 36
Commercial-type rather than fund-type
statements prepared for use in pros
pectus of, 84
Depreciation accounting in, especially
hospitals and colleges, 533, 534
Designation of capital accounts by,
554
Donation or bequest received by; treat
ment as capital rather than revenue
transaction, 555
Establishing residual costs or values
for capitalized assets of, 557
Income and assets transferred, by
board resolutions, between affiliated,
551
Life membership payments received
by, 556
Real property and notes held in trust;
propriety of reflecting in balance sheet
of, 554
Securities held for long-term invest
ment by; proper carrying value there
of, 545, 546 (Cf. 194, 195)
Transfer of securities between funds,
550
Unrestricted gifts, legacies, and be
quests received by, 535
Non-profit school

district corporation:

Debt service charges in lieu of de
preciation, 287
No-par stock:

Exchanged for par value stock, giving
rise to discount, 386
Normalizing and

equalizing devices:

Income determination and, 198
Notes :

(See also “Bonds”)
Designated as “surplus notes,” and
subordinated; issued by insurance
company, 156
Issued to acquire treasury stock; “dis
count” arising upon subsequent satis
faction at less than face value, 425
Issued in consideration of “overage” or
excess purchase costs; treatment as
purchase discounts, 109

Issued to customers in connection with
sales of airplanes; reflecting liability
for, 145
Stock issued, and notes exchanged, for,
396
Notes payable:

(See also “Payables”)
Disclosure of failure to meet payments,
when fallen due, 172
Equipment obligations; where con
tract requires payments to be meas
ured by current sales, 106
Face amount of which includes de
ferred interest and carrying charges;
balance-sheet presentation, 633
Long-term; current vs. non-current
classification where subsequent events
indicate accelerated payment, 104
Personally guarantied or secured by
officer-stockholder of corporation; is
disclosure mandatory?, 160
Revolving credit agreement; current
vs. non-current classification, 181
Timber obligations geared to the cut
ting of timber; classification of “ratably
accrued” portion as current liability,
105
Written on demand basis, but no ap
parent intention to demand payment;
current vs. non-current classification,
102, 103
Notes receivable:

(See also “Receivables”)
Acquired by newly-organized corpora
tion in consideration of issuance of
stock, 393
Advances made by wholesale grocer to
independent retail outlets; current vs.
non-current balance-sheet classifica
tion, 100
or Commercial paper; unamortized dis
count as offset to, 653
Held by charitable foundation for
collection, 554
and Mortgages receivable; on balance
sheet of real estate, insurance, and fi
nance company, 99
Sale of prior to year-end, followed by
repurchase, 175
Transfer of installment contracts or;
to finance company subsidiary at “dis
count”; computation of unearned dis
count, 641
Notes receivable discounted:

Contingent liability on installment; dis
closure or presentation, 179, 180
Defaulted payment by primary obligor;
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financial presentation and accounting,
215
Nurserymen :

Practicability of determining inventory
of growing stock, 264
Pricing inventories of growing orchids
at net realizable value where costs not
known, 263

o

charges, in consolidation, 641
Mortgage indebtedness on real estate,
147
Stock discount, against excess of par
over cost of shares reacquired; discount
originating from stock dividend, 380

Tax carryback refund against Federal
income tax liability, 582
Unamortized discount against face
value of notes receivable, 653
Ohio General Corporation Law:

Accounting for stock dividend under
new, 355

Obligation:

(See “Bonds”; “Notes”; “Notes pay
able”; “Liabilities”; “Liability”; “Loan
obligations”; and “Loan payable”)
Observation of inventory:

(See “Inventory observation”)
Obsolete

product or operation:

Cost of discontinuing, 260
Materials restored to inventory, upon
retirement of utility operating plant,
261
Office

machines:

Audit procedures for inventory of new,
used, and overhauled, 26
Officer-director :

CPA’s reporting responsibility where
audit uncovers possible patent infringe
ment by, 79
Substantial corporate disbursement to;
for ostensible purpose of paying out
awards to dealers, 2

Officer-stockholder :

Internal audit work undertaken by cli
ent’s; extent of CPA’s reliance, 42
Personal guaranty by; of corporate
note; is disclosure mandatory?, 160
Offsetting :

Accounts payable to subcontractors
against contract receivables from state
road commission, 604
Accumulated deficit of Mexican com
pany, against additional capital con
tribution, 195
Advances from participant in loan par
ticipation agreement, against loans re
ceivable, 655
Credit arising upon cancellation of in
debtedness by principal stockholder;
impropriety of reflecting in income
statement, to offset previously lost tax
benefits, 127
“Discount” arising on transfer of
mortgage notes to finance company
subsidiary, against unearned carrying

Oil burner controls:

Client engaged in reconditioning; re
placement controls taken in exchange,
274
Oil

payments:

Accounting for investment therein and
income therefrom, 225
Oil well:

Arbitrary valuation of; CPA’s report
ing responsibility, 91
“On ledger balance”:

Merchandise consigned or furnished;
under warehousing and redistribution
agreement, 283, 284
Opening

entries:

for Newly-incorporated cash-basis far
mer, 529
“Operating

cost”:

Definition of, 560
Operating cycle:

Application of concept to contractor’s
statements, 481
Operating

deficit:

(See “Deficit”)

Operating losses:

(See also “Carryback refund”; “Carry
forward”; “Loss”; “Losses”; and “Tax
allocation”)
Initial years; capitalizing costs of pro
moting and building magazine’s cir
culation, 124
New branch offices of finance company;
propriety or impropriety of capitaliz
ing initial, 642, 643, 644
Operating rights:

Constituting sole asset of corporation
whose stock is acquired, 447
Purchase of subsidiary’s stock includ
ing valuable; followed by liquidation
and merger, 448, 449

Operating statement:

“Economic partnership” type of, 200
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Operating

supplies:

or Tools and spare parts, 259, 270,
271, 272, 273, 572, 579
Operations :

Contributions under profit - sharing
plans; treatment as dividends, capital
distributions, or as charge to, 202
Losses arising upon curtailment of,
260
Opinion

or report:

(See “Report or opinion”)
Option

certificates:

Premium paid upon redemption of
callable stock, 424
Option

to purchase:

(See also “Lease” and related key
words; and “Purchase”)
Acquisition of; lessee constructing on
leased land has election to sell to
owner within five-year period for onehalf cost, 208
Charter party lease of barges, accom
panied by separate contract giving;
treatment as in substance a sale, 616
Chattel lease, containing; assignment
of “lease” to financing company, 614
Exercise of; where equipment acquired
on short-term rental basis, 610
Stock for stock acquisition of, 391
Optional dividends:

Recognition of income by parent elect
ing to take stock, 363
Options :

Held by issuing corporation, to con
vert debentures to preferred stock;
may bonds be classified as part of
stockholders’ equity?, 153
on Stock:
Necessitating payment of stock divi
dends on treasury shares, 359
Outstanding at cash dividend decla
ration date; effect on corporation’s
dividend liability where declaration
prior to, payment date subsequent
to, fiscal year-end, 339
Orchid

growers:

Pricing of inventories at net realizable
value for purpose of reinstating to
balance sheet, 263

Ordinance :

Governing municipal bond issue, CPA’s
resort to findings of engineer, 68
Governing reimbursements to city by
franchised utility, 290
Organization of corporation:

(See also “Incorporation”)

Asset status, valuation, and amortiza
tion of executory contract acquired for
stock issued, 394
Basis of recording patent and stock
issued therefor, 389
Cash-basis farmer’s opening entries for
issuance of stock, 529
Costs associated with; and financing
and preproduction costs, 402
Holding company stock exchanged for
subsidiaries’ stock, 471, 509
Land purchase contract transferred for
stock, upon; asset status, 392
Livestock feeder on cash basis; ac
counting considerations, 530
Proprietorship assets transferred, upon,
393
Recording property at amount exceed
ing recent purchase price to trans
ferors, 384
Statutory consolidation or pooling;
where total liabilities assumed exceed
total assets acquired, 440
to Succeed partnership, 383
to Succeed proprietorship or partner
ship; capitalization of deficits in pro
prietor’s or partners’ capital accounts,
upon, 381, 382
Water carrier; capitalization of costs
of ship, and financing costs, upon, 120
Writeup of assets upon; CPA’s report
ing responsibilities, 473, 474
Writeup of fixed assets and intangibles
upon, 379
Organization

costs:

Underwriting commissions, 383, 400
Organization and pre-opening

costs:

Savings and loan association, 651
Organization

and structure:

Accounting firm practising multi-state;
minimizing number of tax returns filed,
699
National or regional CPA firms, 698
“Other audit

procedures”:

Extended procedures (receivables and
inventory) not followed and no at
tempt to satisfy by; preclusion of
opinion, 60, 61
Outside inventory specialists:

Special examination of program and
procedures used by, 38
Utilization of, by CPA firm, 37
“Overage

notes”:

Treatment as discount on purchases,
109
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Over-depreciation :

Excess of investment cost over under
lying equity of subsidiary attributable
to, 314
Overdrafts:

Bank; balance-sheet treatment, 137

Overhead:

Failure to capitalize; effect on CPA’s
report, 369
Formula for computing equitable
hourly rate, for government contract
purposes, 591
General manufacturing, and general
and administrative; blanket or plant
wide rates vs. multiple rates, when
allocating to product segments, 589
Inclusion in inventories for first time;
tax allocation where adjustment made
for both book and tax purposes, 265
Inclusion in inventory; mandatory or
optional?, 248
Loss on contracts taken at price cover
ing direct costs, and making contri
bution to general, 586
Use of actual or estimated; in com
puting costs to complete contract, 585

Parent

company accounting:

Adjusting investment and earned sur
plus for amount of subsidiary’s sur
plus capitalized in connection with
stock dividend, 353
Dividends paid to parent out of sub
sidiary’s capital; and dividends paid
by parent despite operating deficit, 345
Parent

company statements:

CPA’s reporting responsibility; espe
cially investments in unaudited uncon
solidated subsidiaries, 499 (Cf. 498)
Equity in underlying net assets of
subsidiary not independently audited;
may CPA express opinion?, 656
Qualification thereof; where consoli
dated statements should have been pre
pared, 83
Parent company stock:

Overstatement :

Depreciation, followed by understate
ment thereof in succeeding year; ef
fects on inventory, cost of sales, and
profits, 300
Inventories, financial presentation of
adjustment correcting, 277
Ownership and

in pooling, 443
Investment in subsidiary; elimination
thereof in consolidation, where re
quired to be carried at market rather
than cost, 510
Using “undistributed earnings of sub
sidiary” as stock dividend base, 357

control:

of Corporation; is it necessary to dis
close change in?, 166

P
Paid-in surplus:

(See “Capital surplus” and “Surplus”)
Parent company:
Acquisition of shares of subsidiary by

stockholders of, 503
Capitalization of consolidated earned
surplus, upon declaration of stock divi
dend by, 358
Donation of subsidiary’s stock to;
“pooling” of two corporations under
common control, 455 (See also 456)
Elimination, in consolidation, of un
realized appreciation reflected by sub
sidiary on investment of lands in joint
venture, 491
Exchange of subsidiary’s stock for stock
of publicly-owned corporation engaged

Exchanged for subsidiaries’ stock, 471,
509
Held by subsidiary; balance-sheet
presentation and determination of
minority interest, 501
and subsidiary: 490-513
(See also “Consolidated statements”;
“Investment in subsidiary”; “Subsidi
ary”; “Unaudited subsidiaries”; and
“Unconsolidated subsidiary”)
Arising out of common-control situ
ation; necessity of preparing consoli
dated statements, 507
Intercompany billing at amount in ex
cess of construction cost of building,
466
Intercompany shipments treated as
consignments rather than sales; change
in consistency?, 511

Parent

Issuance of par value stock for prop

erty having lesser fair value, 388
Jointly using parent’s plant; intercom
pany costs and billings, 495
Liquidation of subsidiary; excess of in
vestment over underlying equity treat
ed as loss, 452, 453
as Mutual shareholders; computation
of minority interest, 501
Purchase of stock followed by liquida
tion and merger, 448, 449, 450, 451
Rental charges between; eliminating,
in consolidated statements, 494
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Parent and subsidiary (continued):

Underlying net equity in excess of in
vestment cost; impropriety of classify
ing excess in consolidated statements
as capital surplus, 508
Parking meter

equipment:

Installment purchase of, by munici
pality, 685
Partial-audit

situations :

(See also “Report or opinion”)
Appropriate transmittal letter language
for, 52
Full adherence to reporting standards
in, 78
Participating preferred stock:

Computation of earnings per share
where company has issued, 570, 571
Participation loans:

Offsetting advances from loan partici
pant against loans receivable, 655
Partners’ capital

accounts:

Computations and adjustments of, 522
Debit balance in; necessity for restora
tion thereof, upon liquidation, 521
Deficits in; capitalizing, when corpora
tion succeeds partnership, 382 (See
also 381)
Partners’

drawings:

Managing partner’s withholding knowl
edge thereof, from other partners;
CPA’s responsibility, 729
Partnership:

Arrangement to pay “junior partner”
salary plus bonus but no capital con
tribution required, 700
Capital account of decedent partner;
financial presentation where interest
subject to community property laws,
516
Converted to corporation; accounting
for, 383
Corporation organized to succeed;
capitalizing of deficits in partners’
capital accounts, 382 (See also 381)
Dissolution of CPA; valuation of workin-process, 702
Lump-sum purchase of assets of; with
additional payment based on percent
age of post-acquisition earnings, 637
Partners’ personal borrowings turned
over to; treatment as loans and ad
vances or as capital, 514 (See also
525)
Report or opinion on financial state
ments of, 524
Sale of house encumbered with sec
ond mortgage upon liquidation of, 517

Statement presentation in form reflect
ing “economic”, 200
Valuation of accounts receivable for
purposes of buy-out agreement, 520
Writeoff of bad debts, by cash-basis,
519
Partnership interest:

in Insurance agency; accounting for
purchase of, 518
Valuation at book value of decedent
partner’s; based on “usual accounting
practices”, 523
Valuation of CPA’s; discounting pros
pective payments to be made to de
ceased senior partner’s estate, 701
Partnerships :

Corporate client’s investment in joint
ventures or; financial presentation, 597,
598
CPAs practising on multi-state scale:
Effect of organizational structure on
number of tax returns filed by part
ners, 699
Organization and structure of, 698
Parts:

Basic stock furnished distributor of
auto; on “ledger” or “frozen” balance,
under warehousing and redistribution
agreements, 283, 284
Interunit transfers by auto dealer of
labor and; at amounts in excess of cost,
238
Junk yard engaged in smelting of
scrap metals and reclamation of, 254
Manufacturer of aircraft; pricing of in
ventory in job lot shop, 255
Pricing of spare; on government con
tracts, 255
or Tools and supplies, 259, 270, 271,
272, 273, 274, 572, 579
Par

value stock:

(See also “Stock”)
Exchanged for new par value stock;
treatment as charge to earned or capi
tal surplus, 374
Exchanged for no-par value stock; giv
ing rise to stock discount, 386
Issued for consideration substantially
less than designated par value, 387
Issued to parent for property having
lesser fair value, 388
Passing of

title:

Balance-sheet treatment as affected by,
632
F.O.B. and freight payment terms,
“drop shipments”, and the, 221
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Patent:

Acquired by installment payments in
guise of royalties, 638
Issuance of shares based on formula
tied to income; as consideration for
speculative, 389
Patent application:

Covering unproved mining equipment;
recording stock issued for licensing
agreement based on, 390
Patent infringement:

Reporting responsibility where auditor
suspects, 79
Patents:

Acquired by lump-sum purchase;
methods of allocation and amortiza
tion; carrying value thereof where liti
gation pending or in prospect, 506
Payments by client company to re
search and development company, to
enable further development of latter
company’s, 123
Reinstating on combined statements
where previously expensed, 506
Patronage dividends:

Disclosure of rescission of motion de
claring, 101
Withheld in part for required purchase
of stock by patron; balance-sheet pres
entation, 347
Pay rate:

Conversion of annual salary to hourly;
in connection with computer installa
tion, 569
Payables :

(See also “Liabilities”; “Liability”;
“Loan payable”; “Long-term note pay
able”; and “Notes payable”)
Annuities, or actuarial liability; result
ing from buy-out of stockholder, 150,
406, 407
“Drafts” issued in payment of trade
account, 108
and Receivables due to and from dif
ferent persons; impropriety of setoff,
604
Reporting rentals due under percent
age lease, 7, 8
under Revolving credit agreements;
current vs. non-current classification,
181

Payments :

(See also “Lump-sum payment”)
Accelerated, on long-term note pay
able; subsequent event requiring bal
ance-sheet reclassification, 104
Appraisal company indemnification;

applied as adjustment of cost of treas
ury stock, 414
for Covenant not to compete; treat
ment as cost or expense, 143, 144
Dock construction resulting in penalty,
114

in Future:
Based on percentage of post-ac
quisition earnings; purchase of part
nership assets, 637
Contingent on profits of buyer’s
business; purchase of land, 635
Contingent on sales; installment pur
chase of property, 636
to Decedent CPA’s estate; computa
tion of present value, 701
under Lease-purchase agreements;
calculating discounted value thereof,
575
on Long-term obligations, “measured
by current transactions”, 105, 106
Received in advance; on equipment
ordered or in process of manufacture,
135
for Research and development, to
another company; capitalization of,
123
Status of perpetual care; on balance
sheet of labor union, 133
Tied to manufacture and sales of, and
from, dispensing machines; installment
purchase of patent, 638
for Waterline extensions, by users;
capitalization of, 668
Payroll

audit:

Report on, by insurance company audi
tor; refusal to sign certification state
ment where CPA does not perform
audit, 717
Penalty payments:

Received in connection with construc
tion of dock, 114
Pension costs:

Accrual of provision for past service;
prior to formal adoption of pension
plan, 171
Pension

trust fund:

(See also “Health, welfare, and pen
sion funds”)
Actual count vs. confirmation, of se
curities held by corporate fiduciary, 9
Audit report under Welfare and Pen
sion Plans Disclosure Act; CPA’s
responsibility where malfeasance by
trustees indicated, 718
Reflection of liability for benefits pay
able in financial statements of unionindustry, 553 (Cf. 552)
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trust fund (continued):
Securities sold or exchanged to ac
quire other securities, 683

Pension

Per share

earnings:

Computation of; where preferred par
ticipating stock outstanding, 571
Taking provision for deferred taxes
into account, when computing, 323
Percentage-of-completion

method:

Accrual of income from contract per
formed as joint venture, 596
vs. Completed-contract method; deter
mining contractor’s net worth in set
tling estate matter, 605
Providing for losses where contractor
employs, 586
Percentage

depletion:

for Clay deposits; internal accounting
and external reporting, 304
Timber harvested on sustained-yield
basis; accounting for accretion and/or,
303
Percentage leases:

Audit of sales and report on rentals
payable under, 7, 8
Percentage of sales:

Acceptability, as basis for determining
CPA’s fee, 704
or Earnings, post-acquisition; as basis
for installment purchase of goodwill,
636, 637
“Period charge”:

vs. “Benefits received” basis, of allo
cating rental cost or expense, 241
Perishable or

non-durable tools:

Accounting for, in initial year of op
erations, 273
Cost of grinding wheels, and other
operating supplies, 579
“Permanent impairment” :

(See “Deficit” and “Investment”)
Perpetual care payments:

Asset status on balance sheet of labor
union, 133
Perpetual vs. physical inventory:

Justification of use of former rather
than latter in financial statements, 267
Personal

borrowings:

Turned over by partners to partner
ship, or by proprietor to proprietor
ship; loans or capital?, 514, 525
Personal guaranty:

by Officer-stockholder, of corporate
note; is disclosure mandatory?, 160
Pharmaceutical

company:

Capitalization of formulas, based on

number of years’ earnings, 379
in Promotional stage; capitalization of
pre-operating costs previously deducted
for tax purposes, 127
Photographic

equipment:

Revenues from rentals and sales of;
application of cost and reporting, 298
Physical

inventory:

(See “Inventory”)
Physical

vs. perpetual inventory:

Justification of use of latter rather than
former in financial statements, 267
Plant

accounting:

for Gas companies, especially acquisi
tion adjustments, 497
Fixed assets donated to public utility
by Federal government, 677
Plant acquisition

adjustment account:

Disposition of balance in utility’s; and
generally accepted accounting prin
ciples, 663
Reconciling account number 100.5
(uniform system for gas companies)
with paragraph 7 of Accounting Re
search Bulletin No. 51, 497
Plant

fund:

Bond amortization payments to trus
tee, 541
Fund-raising costs of hospital’s spe
cial building campaign, 536, 537
Home for aged; propriety or useful
ness of merging presentation of build
ing fund with, 547
Pledges receivable:

Non-profit hospital’s fund-raising cam
paign for building, 536 (Cf. 537)
interests: 429-447
(See also “Acquisition”; “Business
combination”; “Combined statements”;
“Exchange”; “Installment purchase”;
“Merger; and “Purchase”)
Combined liabilities exceeding com
bined assets of newly-organized cor
poration, 440
Company being absorbed in merger
has substantial deficit, 439
Constituent having 50 per cent stock
ownership interest in other constituent
prior to acquiring 100 per cent inter
est, 436
Corporations commonly-controlled at
inception of series of transactions; par
tial elimination or redemption of bene
ficial interests, 458
Disposition of costs relating to, 404
Distinguishing between accounting ef

Pooling of
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fects (balance sheet and income state
ment) of purchase and, 433
Divestment of subsidiary’s stock by
parent in exchange for stock of pub
licly-owned company engaged in, 443
Donation of stock to one of several
commonly-controlled corporations, 455,
456
Exchange of stock of newly-organized
holding company for stock of subsidi
aries, 471, 509
Liquidation of subsidiary into parent;
following initial purchase or, 448, 449,
450, 451, 452, 453
New stated capital exceeding sum of
old stated capital and surplus ac
counts; reflection of stock discount,
441
or Purchase:
where Acquired company has made
substantial profits on sales to un
consolidated subsidiary of acquiring
company, 438
Exchange of stock for property;
status of surplus accounts and avail
ability for dividends, 435
Exchange of stock for stock, 431
Interpretation of transactions as;
where additional stock issuance and
cash payment dependent on future
earnings, 434
Issuance of stock for stock of two
corporations holding valuable op
tions on real estate, 391
Methods of corporation acquisition
or combination; accounting conse
quences, 430
Stock issued for stock and for
notes; measurement of investment
amounts in accordance with rules
applying to, 396
Transaction construed as dividend,
where one of several commonly-con
trolled corporations acquires stock
of others for cash, 457
Upstream or downstream merger; is
upward restatement justified?, 432
Quasi-reorganization simultaneous with,
186
Statutory merger of family-owned cor
porations treated as, 454
Subsidiary kept alive and minority in
terest remains outstanding; combina
tion treated as, 437
Writeup of assets to appraisal values
in connection with transaction involv
ing, 475
Portfolio :

Investment company; propriety of car

rying at management’s valuation and
reflecting unrealized appreciation in
balance sheet, 90
Retirement fund; series of transactions
involving exchange, sale, and purchase
of U.S. treasury obligations held in,
682
Securities held by corporate fiduciary;
confirmation vs. verification by actual
count, 9
Post-balance-sheet-date

events:

(See “Subsequent events”)
Poultry

and egg processor:

Physical inventory as check on flock
records, 21
Poultry raising business:

Inventory-pricing formula for various
classes of poultry, 20
Practice:

Dual capacity as CPA and attorney,
731
Predictions or

forecasts:

(See also “Pro forma statements”)
Earnings statement or budget; CPA’s
report or opinion language for, 81
Stock values; CPA’s reporting respon
sibilities where computing firm en
gaged to compile data, 82
Prefabricated

homes:

(See also “Homes”)
Mortgage notes transferred to finance
company subsidiary in connection with
sales of, 641
Manufacturer of; time of recognizing
revenues under contracts, 581
Preferred

stock:

(See also “Stock”)
with Binding sinking fund require
ments for redemption; issued to acquire
common stock of subsidiaries, 445
and Common stock, reacquired as unit,
for treasury; allocation of lump-sum
cost, 444
Computation of book value per share
where company has outstanding, 570
Dividend payment based on time
shares outstanding during fiscal period,
386
Dividends paid out of capital surplus
arising from stock dividends and con

versions of, 343
“Participating equally” with common;
computation of earnings per share, 571
Redeemable, redeemed, and redeemed
and retired; financial presentation, 428
Redemption payment to be made with-
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stock (continued):
in year under sinking fund provision,
107
Redemption provisions whereby cor
poration may convert its bonds to;
propriety of classifying bonds in capi
tal section, 153

Preferred

Premium :

Paid upon reacquisition of common
stock for retirement, 427
Paid on redemption of callable stock
option certificates; treatment as “in
terest”, 424
Premium

or commission:

Construction advances by savings and
loan associations; current accrual vs.
deferral, 648
Premium and

discount on bonds :

Held as investment by university, or
by pension and welfare funds; amor
tization and accumulation, 543, 544
Purchased; propriety or necessity of
amortizing or accumulating, 680
Premium

merchandising companies:

(See “Trading stamps”)
Premiums:

Earned by insurance agency; price for
partnership interest based on, 518
Paid on life insurance policies; ac
counting for, 203
Pre-operating

costs:

(See also “Financing costs”)
Capitalization of; for purpose of S-2
filing with SEC, where previously de
ducted for tax purposes, 127
Capitalization of; water carrier newlyincorporated, 120
Capitalizing and amortizing, 131
Financing, organization, and prepro
duction, 402
Savings and loan association, 651
Underwriting commissions, 383, 400
Prescribed-form

reports :

CPA precautions in connection with,
51
Present discounted

value:

Future payments under lease-purchase
agreements; calculation of, 575
Present value:

Series of future payments to decedent
CPA’s estate, 701
“Presents

fairly”:

Propriety of phrase in CPA’s report,
where over-all representations fairly
reflect facts but not in accordance with

generally accepted accounting prin
ciples, 87, 294
Price-redetermination :

Government contracts; accounting for
additional costs and revenues, 592
Primary obligor:

Default by, on note receivable dis
counted; financial presentation, 215
Prize money:

Substantial cash disbursement by cor
poration to its president, for ostensible
purpose of his awarding, 2
Product

obsolescence:

Product

weight:

Cost of discontinuing operations, 260

as Cost allocation basis, in foundry
operations, 257
Production control
cost centers:

and

purchasing

Propriety and feasibility of classifying
personnel costs therein as direct or
indirect labor, 590
Production

costs:

Cannery; allocation between cost of
sales and inventory, 258
Productivity :

Measures of efficient, 561, 562
Professional ethics:

(See “Ethics” and “Independence”)
Profit:

(See “Income”; “Installment method”;
“ ‘Net income’ or ‘profit’ ”; “Recogni
tion of income”; and “Unearned dis
count or interest”)
Profit-sharing plan or agreement:

Accounting for, in income statement
and balance sheet of employer, 201
CPA as trustee of employees’; when
also auditing plan and company estab
lishing plan, 723
Distributions to employees under; com
epnsation (i.e., operating cost), divi
dend, or capital distribution?, 202
Interpretation of, upon sale of busi
ness; definition of “profit” or “net in
come”, 565
Pro forma

statements:

(See also “Predictions or forecasts”)
“Adjustment-type” subsequent events
distinguished from type of events to
be “given effect” in, 186

Progress

billings:

Distinction between advances on con
tracts and, 599
in Excess of related contract costs, and
vice versa; proper financial presenta
tion of, 600, 601, 602, 603
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Projected

earnings statements:

CPA’s report or opinion language for
budgets or, 81 (Cf. 82)
Promissory note:

(See also “Notes”; “Notes payable”;
and “Notes receivable”)
Received upon issuance of stock of
newly-organized corporation; treatment
as asset or deduction from capital, 393
Promotion

or advertising expenditures:

Capitalizing magazine’s initial, 124
to Maintain circulation or increase sub
scriptions; propriety of deferral, 125
Promotion

plan:

Sales; implemented by distribution of
treasury shares, 417
Promotion, publicity, and advertising
EXPENSE:

Definition of and distinction between,
559
Promotional costs:

Antennae installation in viewers’ homes
by TV station; treatment as develop
ment expenditure or prepaid, 128
Display homes located on premises of
sales agency and erection contractor
for “shell” homes, 247
Furniture display stock, used by in
terior decorating company, 282
Payments by utility to developer for
constructing all-electric homes, 675
vs. Promotional sales, to attract cus
tomers; presentation in income state
ment, 210
Redemption of scrip certificates; treat
ment as sales adjustment or as, 234
Promotional stage:

Drug manufacturing company in; capi
talization of pre-operating costs pre
viously deducted for tax purposes, 127
Promotional

stock:

Accounting for, 383
Property:

(See also “Fixed assets”; “Land”; and
“Real estate”; also “Acquisition”; “Ex
change”; “Pooling of interests”; and
“Purchase”)
Distribution of appreciated; to effect
acquisition of stock, 423
Donation of appreciated; how record
on donor’s books?, 487
Exchanged to acquire treasury stock,
422
Installment purchase of; lump-sum plus
future payments contingent on sales,
636
Jointly owned by husband and wife;

and used in sole proprietorship busi
ness, 527
Recorded at value in excess of cost to
transferors; newly-organized corpora
tion, 384
Remainder interest in trust; asset status
on balance sheet of remainderman en
tity, 539, 554 (See also 117 infra; and
540)
Stock issued by subsidiary to parent
for; where par value exceeds fair
value of property acquired, 388
Taken by eminent domain; replace
ment of, followed by donation of, re
placing property, 309 (See also 206,
307, 308, 310, 311)
Taxes on real and personal; financial
presentation of double tax deduction
resulting from legislative act, 335
Transferred in consideration of series
of annuities to be paid by transferee;
measurement of cost, 152
Transferred to corporation by widow,
with reservation of life tenancy there
in, 117
Transferred to newly-organized cor
poration; upward restatement of, 473,
474
Transferred to trustee upon executor's
final distribution of estate assets; veri
fication of, 10
Property dividend, or

dividend-in-kind:

(See also “Dividend”)
where Market value greatly exceeds
cost, 346
Paid by du Pont in General Motors
shares; accounting treatment by cor
porate recipient, 364
Proprietorship:

Accounting for automobile used partly
for business and partly for pleasure,
528
Appraisal values reflected in balance
sheet of; CPA’s reporting responsi
bility, 472
Building constructed by affiliated; for
corporation owned by proprietor and
with funds borrowed by corporation;
determination of carrying value of
building, 465 (See also 466)
Combined statements for corporations
under common control of sole, 504
Cost accounting for proprietor’s di
rect productive labor, 532
Fixed asset jointly owned by husband
and wife and used in conduct of sole,
527
Incorporation of cash-basis farmer;
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Punched

Proprietorship (continued):

corporation’s opening entries for is
suance of stock, 529
Incorporation of; where liabilities ex
ceed assets, 381 (See also 382)
Incorporation of; where stock issued
for previously unrecorded goodwill
and samples, and for promissory note,
393
Personal loans obtained by sole pro
prietor; should notes payable be shown
on statement of, 525
Reflection of personal residence and
mortgage indebtedness thereon, in
statement of, 526
Reporting problems of, 524
Writeup of pharmaceutical formulas
and fixed assets, upon incorporation of,
379
Proprietorship

accounts :

Limitations of CPA’s testimony on, in
bankruptcy case, 531
Prospective

rentals receivable:

Long-term leases “in substance” con
ditional sales, 292, 613A, 613B, 614,
615, 616, 622
Provision for bad

debts:

(See “Bad debt provision”; “Bad debt
allowance or ‘reserve’ ”; and “Bad
debts”)
Public utility:

(See also “Utilities”)
Disposition of balance in plant acqui
sition adjustment account of; and gen
erally accepted accounting principles,
663
Reconciling account number 100.5
(uniform system for gas companies,
acquisition adjustment) with para
graph 7 of Accounting Research Bul
letin No. 51, 497
Report language in connection with
statements of; plant donated by Fed
eral government to, 677
vs. Working capital approach, to bal
ance-sheet presentation, 617
Public warehouse:

Confirmation of inventories held by; as
substitute for extended procedure, 58
Publicity, promotion, and
expense:

advertising

Definition of and distinction between,
559
Publisher:

Directories; CPA’s opinion where hy
brid accounting methods employed, 87
Publishing:

(See “Magazine publishing”
“Newspaper publisher”)

and

tape:

Reports prepared by data processing
centers from; transmitted by CPA to
client, 53
Purchase: 429-447
(See also “Acquisition”; “Business com
bination”; “Installment purchase”;
“Lease,” and several related keywords
ff. thereafter; “Option to purchase”;
and “Pooling of interests”)
Acquisition of option to; lessee has
election to sell improvements to owner
within five-year period for one-half
cost, 208
Agreements for stock; disclosure and
presentation, 418
Bargain; writeup of assets based on al
leged, 475
of Business, for lump-sum price, 446
of Business assets; lump-sum plus fu
ture payments contingent on sales, 636
Charter party lease of barges, accom
panied by separate contract giving op
tion to; treatment as in substance a
sale, 616
Chattel lease containing option to;
assignment of lease to financing com
pany, 614
Common stock of affiliates; by issu
ance of preferred stock with sinking
fund requirements for redemption
thereof, 445
vs. Consignment; financial presenta
tion of film sales and processing costs,
213
of Controlling interest in corporation;
by loan from third party, collateral
ized by acquired shares, 442
Distinguished from “contract to pur
chase”; effect on balance-sheet pres
entation, 632
Distinguishing between accounting ef
fects (balance sheet and income state
ment) of pooling of interests and, 433
Equipment:
where Affiliated intermediate cor
poration rebates portion of price
paid to vendor, 112
for Cash; with third party supply
ing credit, 634

under Contract tying payments to
product sales; current vs. non-cur
rent classification of liability, 106
Short-term rental of; with subse
quent exercise of option to, 610
Fifty per cent interest in stock of cor
poration; tripartite agreement involv
ing “advance” to corporation by new
stockholder, for repayment to old stock
holder, 421
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of “Insurance renewals”; amortization
method, 129
“Interest” in insurance agency partner
ship; purchase price related to net
premiums earned, 518
Land, installment payments to be made
out of future profits, 635
or Lease agreements; under Area Re
development Administration loan pro
gram, 622
Lease in substance a; acquisition of
water and sewer facilities by munici
pal utility, 292
Lease in substance a; calculating “dis
counted amount” of future payments,
575
Lease in substance a; contracts for in
stallation and maintenance of indus
trial signs, 612 (See also 611)
Machinery on installment basis; where
face value of note payable includes de
ferred interest and carrying charges,
633
of Mortgages; impropriety of taking
discount up immediately as income,
649, 657
of Mortgages and notes, by finance
company subsidiary; impropriety of
eliminating parent’s “discount” against
subsidiary’s unearned discount, 641
of Municipal bonds by securities
dealer; with financing by local bank,
138
Nature of, as transaction, 429
of Oil payment; accounting for; and
income therefrom, 225
Outstanding stock of corporation;
where operating rights constitute sole
asset, 447
of Partnership assets; lump-sum pay
ment plus percentage of post-acquisi
tion earnings, 637
Patents, for lump-sum price; methods
of allocation and amortization, 506
or Pooling of interests:
where Acquired company has made
substantial profits on sales to un
consolidated subsidiary of acquiring
company, 438
Constituent having 50 per cent stock
ownership interest in other consti
tuent prior to acquiring 100 per
cent interest, 436
Exchange of stock for property;
status of surplus accounts and avail
ability for dividends, 435
Exchange of stock for stock, 431
Interpretation of transactions as;
where additional stock issuance and

cash payment dependent on future
earnings, 434
Issuance of stock for stock of two
corporations holding valuable op
tions on real estate, 391
Methods of corporate acquisition
or combination; accounting conse
quences, 430
Subsidiary kept alive and minority
interest remains outstanding, 437
Transaction construed as dividend,
where one of several commonly-con
trolled corporations acquires stock of
others for cash, 457
Upstream or downstream merger; is
upward restatement justified?, 432
Reacquisition of preferred and common
as treasury stock “unit,” followed by
use of cash and common treasury
shares to acquire stock of subsidiary,
444
Real estate contracts, and escrow de
posits pursuant thereto; when to re
cord?, 113
Real estate, payments made over life
expectancies of joint sellers; reflecting
actuarial liability as actual liability,
151
and Resale, of 100 per cent of corpora
tion’s own stock; combined with sale
and repurchase of corporation’s own
fixed assets, 419
and Sale of business:
Joint audit by CPAs in connection
with, 708
Propriety of adjustments when pre
paring special-purpose statements,
187, 188
or Sale of stock by broker; where set
tlement date occurs subsequent to fiscal
year-end, 182
Sales contracts, by sales finance com
panies: methods of apportioning
earned and unearned discount, 645
Subsidiary’s stock:
Followed by liquidation; amortiza
tion of goodwill, or writeoff of loss,
449 (Cf. 452, 453)
Followed by liquidation or merger;
where book value of underlying
equity exceeds investment cost, 450
Including valuable operating rights;
followed by liquidation and merger,
448
Partly with funds loaned by acquired
subsidiary; followed by liquidation,
451
of Treasury stock; resulting in restric
tion on surplus, 411, 426
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Purchase (continued)’.

Quasi-reorganization :

Elimination of deficit; in connection
with a pooling of interests or reorgan
ization, 186
Merged company with substantial defi
cit; propriety, prior to pooling of in
terests, 439
Retroactive adjustment for deprecia
tion on appreciation, 468

Vested future interest in fee to real
estate; lump-sum payment made to les
sor, 118
Purchase

commitments:

Effect on report of inability to disclose
material, 163
from Investor, to acquire mortgage at
firm price; carrying value on balance
sheet of mortgage servicing company,
212
Potential loss on unhedged forward;
provision therefor, and balance-sheet
presentation, 217
Purchase

Radio or

commitment register:

Use of, for budgetary control pur
poses; vs. journalizing expenses based
on purchase requisitions, 32
Purchase contract:

for Acquisition of subsidiary’s stock;
closing date as acquisition date when
preparing consolidated statements, 508
Issuance of stock in consideration of
assignment of land, 392
Purchase

cost:

Definition, for purpose of applying re
tail inventory method, 250
of Land, with structure thereon, 115,
171
Property recorded at amount exceeding
recent, 384
Textile company; impropriety of capi
talizing interest as part of materials,
233

Purchase discounts:

Allowances to jobbers in rug manufac
turing business, 197
Extra-legally given by supplier; de
termining cost” of such purchases,
170
Obtained indirectly from supplier, 235
“Overage notes” treated as, 109
Rates used in taking anticipation; and
interpretation of credit terms, 566
Purchasing department:

and Production control cost centers;
classifying personnel costs therein as
direct or indirect labor, 590

Purchasing

and log-buying costs:

249

Q
Qualified opinion:

(See

“Report or opinion”)

R

232,

television:

(See “Television broadcasters”)
Rate of

pay per hour :

Computation for salaried workers with
fixed annual wage, 569
Rates :

Blanket or plant-wide vs. multiple
overhead, 589
per Patient hour or per office call;
budgeting costs in medical practice,
578
Use of longest-lived asset within cate
gory when computing group depreci
ation, 294
Used when taking anticipation on
purchases, 566
Raw

materials:

Acquired by gift, for subsequent proc
essing and sale; necessity for inventory
accounting, 281
REA:

(See “Rural Electrification Administra
tion” )
Real estate:

(See also “Fixed assets”; “Land”; and
“Property”)
Accrual vs. installment method of rec
ognizing income on sales of; where
payments deferred over ten to twenty
years, 629
Agreement by lessor to convey fee to,
upon lessor’s death, 118
Audit procedures for verification of
title, 14
Contracts for purchase of, and de
posits in escrow pursuant thereto;
when to record purchase of property,
113
Equity or offset method of reflecting
mortgage indebtedness on, 147
Estimated cost of development and im
provements recorded in subdivider’s
accounts; effect on CPA’s opinion, 583
Future interest in; property transferred
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to corporation by widow, subject to
life tenancy, 117
Held by subsidiary; mortgage indebt
edness in connection with, 146
Lifetime annuity as consideration or
payment for acquisition of, 406
Mortgages acquired upon sale of, 211
and Notes held in trust; asset status in
balance sheet of charitable foundation,
554
Payments to be made during life ex
pectancies of joint sellers of; propriety
of purchasers’ reflecting actuarial lia
bility in balance sheet, 151
Recorded at amount in excess of tax
basis; applicability of tax allocation
principle, 313
Reversionary interest in; asset status
and measurement of value of, 119
Stock for stock acquisition of valu
able options to purchase, 391
Subdivider on installment method for
tax, accrual basis for book, purposes;
computing deferred tax liability in
loss years, 324
Syndicate, accounting for property ac
quired and considerations paid to pro
moter-manager, 515
Taxes, accrual for non-contested por
tion only, 246
Real estate,
company :

insurance,

and

finance

Balance-sheet presentation of install
ment notes and mortgages receivable,
99
Realizable

value:

Determination of “market” or net, 253
Hosiery mill’s inventory of greige
hosiery; determination of net, 252
Inventories of growing orchids priced
at net; for purpose of reinstating in
ventories to balance sheet, 263
Trailers, new but superseded, and used;
pricing at net, 226
Realized

income:

(See “Income”; “Installment method”;
“Recognition of income”; and “Un
earned discount or interest”)
Rebates:

Airplane sales, accompanied by issu
ance of $1,000 promissory notes to cus
tomers, i45
Application of, by consumer credit
company; to determine effective cost
of acquiring installment contracts, 646
on Equipment purchased through affili
ated corporation, 112
Received from third-party purchasing

agent on volume purchases; treatment
as income or reduction of purchase
price, 235
Recapitalization :

Donation of treasury stock after, 398
Following writeup to appraisal value;
in which identity of appraisal surplus
is lost, 477
Involving elimination of appraisal sur
plus and capitalization of paid-in sur
plus, 478
Shares unexchanged upon; balancesheet presentation, 399
Receivables :

(See also “Accounts receivable”; “Notes
receivable”; and “Notes receivable dis
counted”)
“Cash collateral” account and assign
ment of; as security for loan payable,
140
Confirmation of loan; by savings and
loan association adopting coupon
method of loan payment remittances,
650
Cycle billing of; audit procedures to
be followed for department store, 43
Date for recording dividends as, 227
Definitions of categories of delinquent,
567
Difference between unpaid balances,
and proceeds from sale of installment;
treatment as sales adjustment, 631
Discounted with recourse, balancesheet presentation, 179
Extended procedures not followed re
specting immaterial amounts of in
ventories and, 61
Extended procedures not followed re
specting inventories and; may opinion
be expressed if not satisfied by other
procedures?, 60 (See also 71)
Factored or assigned; CPA’s disclosure
responsibility, 178
Internal audit of, by officer-stockholder
of client; extent of CPA’s reliance, 42
“Ledgerless bookkeeping” system for;
shortage of detailed account data as
compared with general ledger control,
31
Offsetting payables against, where dif
ferent persons (account parties) in
volved, 604
Pledges, resulting from non-profit hos
pital’s fund-raising campaign for build
ing, 536 (Cf. 537)
Providing reserve for inventories, con
tingencies, and, 214
Sale of, prior to year-end, followed by
repurchase thereafter, 175
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Receivables (continued):

for Storage income; reflecting in spe
cial-purpose balance sheet, 295
Use of information acquired in course
of another engagement in appraising
collectibility of, 728
Valuation of partnership; for purpose
of buy-out, 520
Writeoff of; where books kept on
cash basis, 519
Receiver-trustee :

(See “Trustee-receiver”)
Reciprocal shareholdings :

Parent and subsidiary; computation of
minority interest, 501

Reclamation

and smelting:

of Scrap metals, 254
Reclassification :

Necessity of disclosure and exception
as to consistency in case of material
account, 181
Stock recapitalization and; followed by
donation back and resale of shares,
398
Recognition

of income:

(See also “Accruals”; “Income”; “In
stallment method”; and “Unearned dis
count or interest”)
and Additional costs, based on priceredetermination clause of contract, 592
Builder of project homes, 580
Commissions charged borrowers for
placing loans, and discount on mort
gages purchased, 649 (See also 648
and 657; and cf. 220)
Construction contract retainages, 595
Contractor manufacturing prefabricated
houses, 581
Contracts for deed; where payments to
subdivider for land plots made in in
stallments, 582
by Dealer; where finance company
has withheld reserve, 226
Deferred payment sales of real estate,
629
Fees for locating borrowers, and
guarantying and processing loan to
completion, 220 (Cf. 648, 649, and
657)
Joint venturer’s accrual of joint ven
ture earnings, 596, 598
Parent company electing to take stock
under optional dividend, 363
Timing of; on classified or display
advertising contracts written by agent,
87
Use of statistical experience as to re
demptions, in connection with sales
of money orders, 229

Reconciliation:

AICPA, legal, and agency requirements
respecting stock dividend capitaliza
tion, 351
Bank statements, at month-ending
other than calendar month-end, 1
Difference between control and detail
of accounts receivable; discretion to
be used in balancing to the penny, 27
Discrepancy between detail file and
general ledger control; where “ledger
less bookkeeping” system for accounts
receivable employed, 31
of Surplus; requirement for furnishing,
373
Reconditioning :

Defective oil burner controls; replace
ment controls taken in exchange, 274
“Records”:

Definition of; for purpose of verifi
cation of licensee’s royalty computa
tion by licensor’s GPA, 5
Redeemable preferred stock:

Presentation of redeemed, redeemed
and retired, and, 428
Redemption :

(See also “Retirement”; “Stock”; and
“Treasury stock”)
Callable stock option certificates; treat
ment of premium paid, as “interest”,
424
of Company’s own stock; by distribu
tion of appreciated property, 423
or Elimination of beneficial interests;
corporations commonly-controlled at in
ception of series of transactions inter
preted to involve partial, 458
of Fifty per cent interest of one stock
holder; resulting in negative capital,
409
Preferred stock redeemed, redeemed
and retired, and redeemable, i.e., sub
ject to; financial presentation, 428
Statistical experience as to; as basis
for accruing income from money order
sales, 229
Stock owned by officers; resulting in
impairment of capital and liabilities,
410
Redemption

liability:

Recognition and measurement of; by
trading stamp companies, 687, 688,
689
Scrip certificates issued in connection
with regular sales; treatment as sales
adjustment, cost of sales, or promo
tional cost?, 234
Redemption

provisions:

whereby Corporation may convert its
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bonds to preferred stock; propriety of
classifying bonds in capital section, 153
Payment to be made within year to
acquire preferred stock; treatment as
current liability, 107
Plant fund accounting for payments
made to trusteed bond sinking fund,
541
Preferred stock issued to acquire com
mon stock of subsidiaries; with binding
sinking fund and, 445
Redetermination

clause:

in Government contract; application
thereof, to costs and revenues, 592
Referrals:

by CPA firms; coverage in professional
liability insurance policies; agreement
provision restraining client piracy, 706,
707
Inability to collect fee when engaged
by out-of-state CPA firm, 705
Refund :

(See “Overage notes”; “Rebates”; and
“Tax carryback refund”)
“Refunded” :

Definition of; interpretation chapter
15, Accounting Research and Termi
nology Bulletins (unamortized bond
discount), 244
Refunding of

bonds:

and Deferral of “losses” arising in con
nection therewith, 681, 682
Registration :

Capitalization of previously tax-de
ducted pre-operating costs, for S-2 fil
ing purposes, 127
Debentures withdrawn from; treatment
of unamortized issue costs attributable
thereto, 245
Stock with SEC; three-years’ income
statement presentation, after spin-off,
461
Withdrawal of SEC stock; treatment of
costs incident to retracted equity fi
nancing, 403, 404
Regulated companies:

Language for use in reporting on, 677
Regulated

investment company:

(See “Investment trusts”)
Regulatory accounting:

vs. Generally accepted accounting prin
ciples; CPA’s report, 663

Reinstatement :

of Emergency facilities in balance
sheet, 191

Inventory of growing orchids, at net

realizable value; tax allocation aspects
of adjustment, 263
Related interests:

(See “Transactions with related inter
ests” )
Reliance by CPA:
(For various other aspects of “reli
ance,” see “Independence”; “Unaudited
subsidiaries”; and “Report or opinion,”
esp. Inquiries 9, 10, 53, 62, 63, 77, 81,
83, 85, 86, 90, 229, 721, 722, 725.)
Accredited foreign accountants, 57
Audit procedures divided up between
bank examiners and CPA, 56
on Computations prepared by actuarial
firm or data processing center; specialreport language, 82
on Internal auditing work undertaken
by officer-stockholder of client, 42
on Internal auditors; taking super
market inventory, 39
on Other auditors, 41, 55
on Outside inventory specialists, 37,
38
State treasurer as custodian or trustee
of securities; also serving on board of
managers of audited fund, 40
Remainder interest:

in Real estate; balance-sheet presen
tation by charitable foundation, 554
on Real property conveyed to cor
poration by party reserving life ten
ancy; accounting for, 117
of University or college, in corpus of
trust; asset status, 539 (See also 540)
Renegotiation :

Allowability of excessive costs due to
decline in efficiency level of work
force, 593
Rental agreements:

Balance-sheet presentation by lessor of
motor vehicles, 609, 619
Rental fleet construction equipment:

Impropriety of classifying as part of
inventory, 618
Rentals: 606-624

(See also “Lease”; “Lessee”; and
“Lessor”)
Assignment of, and mortgage; as secu
rity for loan obtained by real-estate

holding subsidiary, 146
Audit and reporting of sales and;
under percentage leases, 7, 8
Capitalization of leasehold, in case of
alleged “bargain”, 116
Charges between subsidiary and par-
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Rentals (continued):

ent; propriety of eliminating when pre
paring consolidated statements, 494
Conversion to sales revenues by con
tract modifications, 611
Costs allocated to fiscal periods on
“benefits received” rather than “period
charge” basis, 241
Equipment on short-term basis; with
subsequent exercise of purchase op
tion, 610
from Leases of film exhibition rights
to television stations; presentation of
exhibition contracts and income, 620
Payable by municipal utility to munic
ipal corporation, 292
Prospectively payable by lessee; lia
bility status of, 621
Prospectively receivable by lessor; as
set status of, 607
under Leases which are in effect
conditional sales, 613A, 613B, 614,
615, 616
Revenues from leasing of photographic
equipment; treatment where no sepa
rate inventory pool for rental, as dis
tinguished from sales, items, 298
Reorganization :

(See also “Acquisition”; “Merger”;
“Pooling of interests”; “Purchase”; and
“Quasi-reorganization”)
Accounting aspects of spin-off or divi
sive, 364, 444, 459, 460, 461
under Chapter 11 of Bankruptcy Act;
must capital surplus arising therefrom
be continuously designated as to its
origin?, 377
Repair

costs:

Machine parts returned to warehouse,
272
Replacement:

Determination of net realizable value
and cost of; inventory of greige hosiery
at finishing mill, 252
Disclosure of cost of; where inventory
priced at Lifo, 177
Property taken by eminent domain,
followed by donation of replacing
property, 309 (See also 206, 307, 308,
310, 311)

Replacement

or appraisal values:

(See “Upward restatement”)

Replacement parts:

(See “Parts”)
Report or opinion: 46-98

(See also “Independence”; “Interim
statements”; “Reliance by CPA”;
“Short-form report”; and “Special re
port”)

Accrual-basis statements for cash- or
installment-basis taxpayer; must state
ments agree with books?, 93, 94
Accrual of income on money order
sales; based on statistical experience
as to redemptions, 229
Adverse; where arbitrary variation of
retail inventory method used by de
partment store, 251
Adverse; transfer of building of affili
ated proprietorship; determination of
status of stock issued and carrying
value of building, 465 (See also 466)
AICPA’s reporting standards and SEC’s
Accounting Series Release No. 90 (re
lating to opening inventories), 58
Animal by-products industry; failure
to count mink hides and furs for com
parison with perpetual inventory, 23
Appraisal values recognized in bal
ance sheet of proprietorship, 472
Appraisal values reflected in financial
statements, 463, 467
Arbitrary appraisal value used for
mineral interests, 91 (See also 92)
Assets periodically appraised, and no
depreciation on appreciation recog
nized, 479
Audit of corporation for creditors’ com
mittee; does CPA have duty to volun
teer information to tax authorities re
false returns?, 720
Audit by firm having uncertified prin
cipal; is this “audit by CPA”?, 95
Audit revealing possible patent in
fringement, 79
Bank holding company; effect on,
where underlying equity not inde
pendently audited, 656
Based in part on management’s valu
ations, 90
Budgets or projected earnings state
ments, 81 (Cf. 82)
Canadian subsidiary, by U.S. CPA, 57
City’s compliance with provisions of
ordinance, 68
Client’s assets confirmed with fiduciary
holding same, 9
Client’s books maintained by CPA,
721
Client’s tampering with and misuse of
CPA’s; steps to be taken by CPA, 710
Commercial-type statements prepared
for hospital using fund accounting, 84
Confined to “basic financial state
ments” or broadened to cover sup
plementary statements, 50
Conflict between regulatory and gen
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erally accepted accounting principles,
663
Consistency phrase:
in First fiscal year following initial
audit year, 72
Reference to audit of prior year’s
statements, 46
Consolidated group dealing signifi
cantly with numerous affiliates, many
of which unidentified as such to CPA,
63 (See also 64 and 65 infra)
Corporation managed by close rela
tive; independence of CPA?, 725
County audits; necessity for CPA’s, 67
CPA acting as plan administrator of
health and welfare fund, 722
CPA’s responsibility:
where Assets stated at appraised
values, 467
Continuing nature of, despite dis
claimer, 474
upon Finding deficient internal con
trol and inadequate records of
broker-dealer in securities, 75
Satisfying himself respecting grain
stored by client for accounts of
others, 29, 30
Credit grantor insisting that CPA in
corporate appraisal values into finan
cial statements, 483
Delegation of task of reviewing and
executing signature thereto to non
partner, non-CPA employee of firm,
711
Disclaimer of responsibility for sup
plementary data, 54
Disclosure of general undetermined, or
possible, losses under CCC uniform
grain storage agreement, 28
Disclosure of pledged status of stock,
in personal balance sheet, 161
Disclosure of transactions between
commonly-controlled corporation and
partnership, 64
Effect thereon of failure to read cor
poration’s minute book, 96
Erroneous statements; procedure when
report has already been circulated,
709
Estimated cost of development and im
provements recorded in real estate sub
divider’s accounts; effect on, 583
Extended procedures not followed;
propriety of using words “certify” and
“correct”, 48
Extended procedures respecting re
ceivables and inventory not followed;
and no attempt to satisfy by other

procedures, 60, 61
Failure to capitalize overhead; effect
on, 369
Failure to observe cattle inventory; ef
fect on, 18 (See also 19)
Failure to reconcile satisfactorily live
stock dealer’s perpetual and physical
inventories of livestock, 59
Financial statements:
Governmental units, 66
Incorporating findings upon special
investigation of embezzlement, 80
Improperly combining over-all dis
claimer with qualified, 49
Inability of CPA to disclose material
commitments; effect on, 163
Inclusion of index of exhibits and
schedules, in scope paragraph, 50
Inconsistent application of accounting
principle vs. "necessary explanation
in; merger of current and plant funds,
549
Independent verification of amount of
property turned over to trust, omitted,
10
on Interim statements, 74
Language for use in reporting on regu
lated companies, 677
Letter of transmittal accompanying un
audited statements, 52
Limited to balance sheet only, 69, 73
Audit work necessary to render un
qualified, 70
CPA audits liabilities and bank ex
aminers verify assets, 56
Receivables of synagogue not con
firmed, 71
Tire dealer’s inventory at estimated
average cost, 86
Materiality and consistency; judgment
as to effect on, 97
No audit work performed; adherence
to fourth reporting standard, 78
Omission of gravel at contractor’s job
sites from inventory; effect on CPA’s,
279
Parent company statements only; where
consolidated statements should be pre
pared, 83
Personal finance company; failure to
accrue interest receivable and payable,
88
Pro forma statements, 186
Program and procedures used by out
side inventory specialists, 38
on Proprietorship and partnership
statements, 524, 525
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Report or opinion (continued)-.

Recording of net value of executory
contract with correlative recognition of
appraisal surplus, 89
Reference as to who prepared finan
cial statements in CPA’s, 47
Reference therein to representations
from management as to continuing cost
utility of research and development
expenditures, 85
Reliance on other auditors when re
porting on consolidated statements, 55
Sales and rentals payable under per
centage lease, 7, 8
Short-form, issued subsequent to prior
issuance of long-form report, 98
Significant balances and transactions
between clients and related interests,
65 (See also 63 and 64 supra)
Special form of, used by insurance
company payroll auditors; refusal of
CPA to sign, 717
Special forms prescribed by govern
mental agency, bank, bonding com
pany, et al., 51
Special, on investment advisor’s fore
cast of securities values, 82 (Cf. 81)
State fair; absence of checks and con
trols over gross receipts of concession
aires, 77
Statements taken as whole, fair, but
not in accordance with generally ac
cepted accounting principles, 87, 294
Stock dividend capitalized at required
legal minimum rather than at fair
value, 348
Substantial compliance with extended
procedure requiring inventory observa
tion, 24
Trustees’ malfeasance encountered in
connection with fund filing under
Welfare and Pension Plans Disclosure
Act, 718
Unaudited statements from data proc
essing center where CPA’s name asso
ciated therewith, 53
Unaudited subsidiaries, parent com
pany or consolidated statements; effect
on, 498, 499
Unaudited underlying net equity sub
stantially exceeding cost of investment
in subsidiary, 62
Undeveloped mineral deposits and un
developed model of extraction facility
reflected in balance sheet at potential
value, 92 (See also 91)
Use of statements of another CPA
deemed to lack independence, by SEC
standards, 76
Use of unrecorded appraisal values,
for selected assets, 481

Use of replacement or appraisal values
for hospital’s fixed assets, 484
Reporting standards:

(See “Report or opinion” supra)
Repossessed

laundry stores:

Auditing procedures and basis of valu
ation for, 13
Repossessed sewing

machines:

Providing allowance for doubtful ac
counts, for, 236
Representations

from management:

as to Continuing cost utility of ex
penditures for research and develop
ment, 85
Repurchase :

Following sale of corporate assets;
surrender and resale of corporate stock;
presentation of stock discount or capi
tal impairment, 419
Note receivable after year-end, pre
ceded by sale thereof prior to yearend, 175
“Repurchase”

guaranty :

in connection with “Double assign
ment” of conditional sales contracts;
disclosure of contingent liability, 159
Given by securities dealer to bank
when selling municipal bonds, 138
Research

and development:

(See “Development costs”)
Reserves:

Actuarial basis; covering obligation for
future support of members of home
for aged, 149
Adjustment for excessive depreciation,
295, 666
Bad debts; establishing partially, out
of deferred interest income on loans
made, 640
Bad debts; treatment in balance sheet
of bank when excessive in amount,
660
Cash distributions charged to depre
ciation; in absence of earned surplus,
342
Dealers’; and installment contracts pur
chased; recording of, 645
for Deferred taxes; treatment of credit,
upon reduction thereof, in loss year,
318, 319
for Doubtful accounts; is provision
necessary, where repossessions profit
ably resold?, 236
Equalization and budgetary; for main
tenance and repairs, 239
Estimated loss on uncompleted tool
ing contract, 587

INDEX (All numbers herein refer to inquiry numbers)
Insurance company’s policies out
standing; not computed in cash-basis
interim statements, 552
Inventory valuation; acceptability of,
198
Nature of “secret” or “hidden”, 199
Receivables, inventories, and contin
gencies; estimating and providing, 214
Savings and loan associations; for bad
debts and general contingencies, 652
Undivided profits account; use of, by
bank, to create valuation, 659
Unrealized profit on installment sales;
setting up, 628
Withheld by finance company; time
when dealer should recognize income,
226
Writedown, or use of valuation; where
investments permanently impaired;
recognition of recovery to cost, 546
(See also 194, 195, 545)
Reservoir:

Dam construction and general devel
opment costs incurred in creating lake;
feasibility of allocation to income-pro
ducing facilities and water supply
contract, 577

Residual

cost

(or

value)

:

Assets of non-profit research organiza
tion; defining and estimating, 557
Responsibility of CPA:

Appraisal values reflected in balance
sheet of proprietorship; reporting, 472
Arbitrary valuation of oil well; re
porting, 91
Attest function; in cases of upward
departures from cost, 467
Audit revealing possible patent in
fringement by officer-director, 79
Client’s lack of, or inadequate, insur
ance coverage, 157
Corporate disbursements to president
for purpose of making awards to deal
ers, 2
regarding Credit union run by client’s
employees, 11
Despite report disclaimer, 474
Disclaimer; respecting supplementary
data in long-form report, 54
Disclosing contingent liability of cor
porate client for defaults when acting
as trustee, 158
when Encountering improper transac
tions or control-law violations by cli
ent; rule of confidence vs. rule of dis
closure, 167, 719, 728 (See also 168,
169, 170)
Factored or assigned receivables; dis

closure, 178
Grain stored by client for accounts of
others, 28, 29, 30
Malfeasance by trustees encountered
in connection with reporting under
Welfare and Pension Plans Disclosure
Act, 718
Necessity of CPA’s reporting on serious
internal control deficiencies; Rule X17A-5 filing by securities dealer, 75
Organization of new corporation to ef
fect writeup of assets; reporting, 473
Partner withholding information on
drawings, from other partners, 729
to Report corporation’s fraudulent re
turns to Internal Revenue Service;
where auditing corporation’s books for
creditors’ committee, 720
Report on stock value predictions
based on compilations of computing
firm, 82 (See also 81)
when Reporting on parent company
statements and investment in un
audited unconsolidated subsidiaries,
62, 499, 656
Requirement for observation of inven
tories taken by internal auditors, 39
Research and development cost defer
ral and amortization, 319 (See also 85)
Shares issued in excess of authorized
capital stock, 15
when Transmitting reports received
from data processing centers, to client,
53
Watered capital or stock, 396
Writeup of assets at bank’s insistence,
483
Restraint of

trade:

or Scope of professional practice; by
provision in referral agreement between
CPAs, 707
Restriction on earned surplus:

(See “Deficit”; “Earned surplus”; and
“Surplus”)
Retail grocer:

“Overage notes” issued by wholesale
grocer, based on volume of purchases,
of, 109
Retail

inventory method:

Including distribution, purchasing,
warehousing, and storage costs when
determining net markup percentage,
250
Involving application of arbitrary per
centage reductions to merchandise age
categories, 251
Retail music dealer:
Instruments sold “on sale or return,”
i.e., on trial basis; accounting for, 223
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Retail

stores:

Layaway or will-call sales; accounting
for, 222

Retainages or holdbacks:

Financial presentation of construction
contract, 594
Accounting for contract, 595
Retained earnings:

(See “Earned surplus”)
Retirement:

of Capital stock:
and Acquisition of property; in con
sideration of payment of lifetime an
nuity, 406 (See also 148)
vs. Cancellation; treasury stock pres
entation, 411
Charging excess payment to paid-in
and/or earned surplus, 427
Cross-purchase of insurance, to fund
agreement for, 415
Disclosure and presentation of agree
ment for, 418
Use of resultant surplus to absorb
deficit arising from payment of stock
dividend, 380
of Old stock, and issuance of new;
difference in par values as capital- or
earned-surplus charge, 374
Retirement fund:

Public employees; may CPA accept
securities count of state treasurer?, 40
Deferral of losses on securities sold or
exchanged to acquire other securities,
681, 682, 683
Treatment accorded series of trans
actions involving exchange, sale, and
purchase of United States Treasury
obligations held in portfolio of, 682
Retiring officer:

Agreement not to compete and to ren
der advice; accounting for corpora
tion’s commitment to pay monthly
amounts for five years, 143
Compensation payable to; funded by
insurance policy, 242, 243
Retroactive adjustments:

(See “Adjustments”)
Return of

capital:

Dividends accounted for as, 345
du Pont divestiture of General Mo
tors shares; propriety of recipient’s
treating as, 364
Revaluation

of. assets :

(See “Upward restatement”)
Revaluation

surplus:

(See “Upward restatement”)

Revenue vs.

capital expenditures :

Accounting principles and policy on,
110
Blue Cross cost-reimbursement for
mula; land purchased followed by
demolition of building, 115
Revenue certificates:

Capitalizing interest on municipality’s,
285
Revenues :

(See “Income”; “Installment method”;
“Recognition of income”; “Sales”; and
“Unearned discount or interest”)

Reversionary interest:

(See also “Future interest”)
Investment in purchase rights to build
ing improvement on leased land, or,
208
in Real estate; asset status and meas
urement of value of, 119
in Securities transferred to trust for
term of years; asset status of, 207
Reviewing

and signing:

of Audit reports; delegation of func
tions to non-partner, non-CPA em
ployee of firm, 711
Revolving credit agreement:

Current vs. non-current classification
of notes payable under, 181
Right-of-way :

(See “Easement”)
Rotation :

of Audit procedures as between years;
especially respecting revenues of news
paper publisher, 45
or Cycle billing of department store
receivables, 43
or “Cycling” of confirmation and other
audit procedures respecting major ac
counts, 44
Royalties :

Audit of licensee’s records by licensor’s
CPA to verify:
Ethical problems arising therefrom, 4
Tie-in of invoices with sales ac
count; audit program, 5
Payments made to purchase patent out

right, 638
Practices by licensors and licensees in
auditing and reporting on, 6
Received in advance; accounting treat
ment, 224
Rug manufacturing:

Treatment of dealers’ discounts or “job
bers’ compensations”, 197
Rules

of professional conduct:

INDEX (All numbers herein refer to inquiry numbers)
(See “Ethics” and “Independence”)
Rural Electrification Administration:

Adjustment of excessive reserve for de
preciation of equipment, 666
Borrower’s recognition of loan trans
action at time of loan application ap
proval, 665

or capital impairment, 419
Short, of stock; “uncovered” at bal
ance-sheet date, 216
Sale-and-leaseback

agreement:

Construction-in-process covered
balance-sheet treatment, 623

by;

Sale-and-purchase :

s
Salary:

(See also “Compensation”)
on Annual basis, converted to hourly
rate; in connection with computer in
stallation, 569
of Foreman; classification as direct la
bor, in single-product continuous-proc
ess operation, 558

of Business:
Definition of “profit” or “net in
come,” and interpretation of profitsharing agreement, upon, 565
Joint audit by CPAs in connection
with, 708
Propriety of adjustments when pre
paring special-purpose statements
for, 187, 188
Sale-or-return

basis:

Instruments handled by music dealer
on hire-purchase or, 223
Sales:

Sale:

(See also “Sales” infra)
Assignment of chattel paper to fin
ancer, 614
Debentures and stock issued as pack
age; allocation of commissions paid to
underwriters, 400
Executory contract for supplying gas;
recording prior to FPC approval, 89
Fifty per cent interest in stock of cor
poration; tripartite agreement involv
ing “advance” to corporation by new
stockholder, for repayment to old
stockholder, 421
Charter party lease of barges, accom
panied by separate purchase option
contract; treatment as in substance a,
616
of House encumbered with second
mortgage, upon liquidation of partner
ship, 517
on Installment basis; financing by mid
dleman secured by chattel lease, 613A,
613B
Lease of machinery interpreted as in
substance a, 615
of Note receivable prior to year-end,
followed by repurchase, 175
of its Own stock; by corporation “bor
rowing” same from officer, 420
Portion of subsidiary’s stock, by par
ent; to its own stockholders, 503
Portion of subsidiary’s stock, by par
ent; treatment in consolidated state
ments, 372
and Repurchase of corporate assets;
surrender and resale of corporate
stock; presentation of stock discount

(See also “Conditional sales”; “Con
ditional sales contracts”; “Cost of
sales”; “Installment sales”; and “Lease”
and related keywords ff. thereafter)
Airplanes; accompanied by issuance of
$1,000 notes or bonds to customers;
reflecting resultant liability, 145
Audit of, and reports on rentals; under
percentage leases, 7, 8
Cancellations of lot; by subdivider,
324
Confined substantially to one customer
whose operations are being curtailed;
necessity of disclosure, 183
Contract modifications
converting
leases to, 611 (Cf. 610, 612)
Contract requiring payments on equip
ment to be based on current, 106
Deferral of losses on bond; to offset
against future years’ interest earnings,
681, 682, 683
“Drop shipments” from supplier to
dealer; when recorded on distributor’s
books?, 221
Elimination entries for intercompany
profits on fixed asset and merchan
dise, 493
Film and processing services; deter
mination as to which of two corpora
tions should record and reflect, 213
Intercompany shipments treated as
consignments rather than; change in
consistency, 511
Layaway or will-call; accounting for,
222
or Lease agreements; under Federal
Area Redevelopment Administration
loan program, 622
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Sales (continued):

Money orders; accrual of income based
on statistical experience as to redemp
tions, 229
Nature of, as transaction, 429
Payments for property, contingent on,
636 (Cf. 635, 637, 638)
Percentage of client’s; as basis for de
termining CPA’s fee, 704
for Promotional purposes; income state
ment presentation, 210
Purchase of goodwill, with installment
payments based on percentage of post
acquisition, 636 (See also 637)
and Purchases of stock, by broker;
where settlement date occurs subse
quent to fiscal year-end, 182
Real estate; where payments deferred
over ten to twenty years, 629
and Rentals of photographic equip
ment; application of costs thereto, and
reporting, 298
"on Sale or return” basis; accounting
for, 223
of Securities, by trust fund; do gains or
losses redound to principal or income
beneficiary?, 366
of Stock; where payments made in in
stallments, 401
to Unconsolidated subsidiary of parent,
by company thereafter merged with
parent; elimination of intercompany
profit thereon, 438
Sales adjustment:

Cost of redeeming scrip certificates;
treatment as promotion expense or as,
234
Difference between proceeds of install
ment receivables sold and unpaid bal
ances (so-called “discount”); treatment
as, 631
Sales

finance companies:

(See also “Finance companies” and
“Unearned discount or interest”)
Installment sales of “shell” homes, and
transfer of mortgage notes to sub
sidiary at “discount”; treatment of un
earned carrying charges, 641
Merger of leasing companies and; man
ner of presentation of lease transac
tions, 608
Methods of apportioning earned and
unearned discount on purchased sales
contracts, 645
and Small loan, and commercial fin
ance companies; accounting, auditing,
and general references on, 644, 645
Sales promotion

plan:

Implemented by distribution of treas
ury shares, 417

Salvage

and reclamation:

of Scrap metals, 254

Samples:

Display homes, treated as promotion
expense; by sales agency and erection
contractor for “shell” homes, 247
Furniture; displayed by interior decora
tor, 282
Previously unrecorded by proprietor
ship; transferred to newly-organized
corporation for stock, 393
loan association : 648-655
Bad debt and general reserves of, 652
Balance-sheet classification of “share
account” on deposit in Federal, 653,
654
“Commissions” on construction ad
vances; and evaluation of mortgages
receivable, 648 (Cf. 220)
Confirming loans receivable of; where
coupon method of loan payment re
mittances adopted, 650
Discount on mortgages purchased and
commissions charged borrowers for
placing loans; recognition of income
in connection with same, 649
“Investments” or “deposits” in:
Current vs. non-current classifica
tion, 654
Effect of 90-day withdrawal notice
on classification as cash, 653
Mortgage loans granted pursuant to
loan participation agreement; account
ing and financial presentation, 655
Pre-opening and organization costs of,
651

Savings and

Schedules and

exhibits:

Inclusion of index of; in scope para
graph of CPA’s report, 50
School district

corporation:

(See also “Colleges and hospitals”)
Debt service charges in lieu of depre
ciation; reflection of, by non-profit, 287
Scrap

metal and junk yard :

Engaging in smelting operations and
reclamation of parts and materials, 254
Scrapped architect’s plans and
fications :

speci

Impropriety of deferring loss, 132
Scrip certificates:

Issued with regular sales, liability for
redemption of; treatment as sales ad
justment, cost of sales, or promotional
cost?, 234
SEC:

(See “Securities and Exchange Com
mission”)
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Second-hand

inventory :

Acquired by donation; practicability of
use of inventory accounting, 281
Second

mortgage:

Held by partner or partnership on
house sold by partnership; disposition
upon liquidation of partnership, 517

“Secret”

reserves:

Nature of, 199
Section 351 transaction (IRC):

Recording of installment obligations ac
quired by corporation in, 395
Securities :

(See also “Bonds”; “Investment”;
“Marketable securities”; and “Stock”)
Appreciated in value; distribution
thereof, as dividend-in-kind, 346
Appreciated in value; exchange of,
for treasury stock, 422
Decline in value of marketable; recog
nition of book loss, 193
Held by corporate fiduciary; verifica
tion by count vs. direct confirmation, 9
Investment advisory business forecast
as to values of; special report by CPA
firm as to results of forecast, 82
Investment loss reserves for low-grade
or defaulted bonds, or for market de
cline of, 545
Purchases and sales of, by broker;
where settlement date occurs subse
quent to fiscal year-end, 182
Sales of, by trust funds; do gains or
losses redound to principal or income
beneficiary?, 366
Short sale of; “uncovered” at balancesheet date, 216
Sold or exchanged to acquire other
securities; measuring cost of new and
recording gain or loss on old, 683
State retirement fund; propriety of
CPA’s accepting state treasurer’s (i.e.,
trustee’s) inventory count, 40
Transfer of, between funds, 550
Transferred to trust for term of years;
accounting status of, 207
Writedown to lower market; propriety
of use of valuation reserve procedure,
546
Securities

dealer or broker:

Purchases of municipal bonds by; fi
nancing by local bank, 138
Purchases and sales by; where settle
ment date occurs subsequent to fiscal
year-end, 182
Rule X-17A-5 fifing; reporting on se

rious internal control deficiencies of,
75
Securities and Exchange Commission:

Applicability of Accounting Series Re
lease No. 90; failure to observe inven
tory in prior years, 58
Distinction between acquisition of
business and acquisition of assets, 76
Policy of, respecting writeup of assets
to appraisal value, 488
Standards of independence of AICPA
and, 75, 76
Securities

and
registration :

Exchange Commission

Capitalization of previously tax-de
ducted pre-operating costs, for S-2 fil
ing purposes, 127
Debentures withdrawn from; treatment
of unamortized issue costs attributable
thereto, 245
Expenses incurred in connection with
retracted, 403, 404
Three-years’ income statement presen
tation for purpose of registration; after
spin-off, 461
Seedlings:

of Tree nursery; inventory pricing of,
264
Selling

and advertising expense:

(See “Advertising and promotion”)
Service

contracts:

Determination of amount of contingent
liability on, 574
Erection, maintenance, and “leasing”
of outdoor advertising signs; true
lease vs. conditional sale, 611, 612
Service

stations:

Factors determining useful fives of
gasoline; depreciation and/or obsoles
cence, 297
Multi-corporate gasoline marketer; lim
ited inventory observation as com
pliance with extended procedures, 22
Serviced

loans:

(See also “Debt service requirements”)
of Mortgage servicing company; nature
and extent of confirmation of, 3
Services:

and Water lateral installations of
municipal utility; accounting for, 684
Servicing company:

Commitment from investor to pur
chase mortgage at firm price; proper
carrying value on balance sheet of, 212
Mortgages; nature and extent of con
firmation of serviced loans, 3
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Setoff:

(See

Settlement of

claim:

upon Abrogation of contract for dis
tributorship franchise, 368
Settlement date:

vs. Trade date; significance of, for pur
pose of recording purchases and sales
of securities; brokers and dealers, 182
Sewage

disposal system:

“Connection charges” paid by users of;
treatment as deferred revenue, 674
Sewerage

and waterworks accounting:

Accrual of expenses and revenues at
close of accounting period, 667
“Share

accounts” or deposits:

in Federal savings and loan association;
balance-sheet classification of, 653, 654
Shares

report:

Short-form
“Offsetting”)

issued:

for Consideration substantially less
than par value, 387 (See also 386)
in Excess of authorized number of
shares; CPA’s responsibility, 15
as Stock dividend; date to use when
capitalizing at fair value, 352
“Shell” homes:

Accounting for mortgage notes trans
ferred to finance company subsidiary
in connection with sales of; improper
elimination of “discount” in consolida
tion, 641
Display homes on premises of sales
agency and erection contractor for;
treatment as promotion and selling ex
pense, 247
Time of manufacturer’s recognizing
revenues under contracts for prefabri
cated, 581
Shipments:

(See “Drop shipments”)
Ships :

Capitalization of costs of, 120
Company operating tugs and barges on
contracts; balance-sheet presentation,
617
Lease of barges, accompanied by sep
arate purchase option contract; treat
ment as in substance a sale, 616
Shoe manufacturing:

Pricing finished goods at arbitrary $2
per pair valuation, 266
Shortage:

of Inventory; financial presentation of
adjustment correcting, 277
or Overage of physical inventories,
when compared with perpetual rec
ords, 267

(See also “Report or opinion” for

numerous other inquiries related to this
keyword)
Co-existing; one expressing opinion on
basic financial statements, the other
giving opinion on balance sheet only,
69
Issued subsequent to prior issuance of
long-form report, 98
Language, in first sentence of, 47
Use of words “certify” and “correct,”
in, 48
Short sale:

of Stock; “uncovered” at balance-sheet
date, 216
Signature :

Withholding of, by CPA; from specialreport form used by insurance com
pany payroll auditors, 717
Signing:

of Audit reports, 711
Signs :

Contracts for installation of industrial;
accounting for hire-purchase contracts
with maintenance-service feature, 612
Erection, maintenance and leasing of
outdoor advertising; effect of contract
modifications on accounting treatment,
611
Simultaneous equation technique:

and Paragraph 13 of Accounting Re
search Bulletin No. 51, 501
Sinking fund:

Payments to redeem preferred stock,
107
Plant fund accounting for payments
made to trusteed bond, 541
Preferred stock issued to acquire com
mon stock of subsidiaries; with bind
ing provision for redemption payments
to, 445
Small loan

companies:

and Sales finance and commercial fi
nance companies; accounting, auditing,
and general references on, 644, 645
Small

loan company:

(See also “Finance companies”)
Accrued interest receivable and pay
able not recorded; reporting require
ments, 88
Bibliography, 644
Deferral of initial operating losses of
new branch offices, 642, 643, 644
Physical verification of collateral; nec
essary or desirable audit procedure?,
12
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Smelting:

and Reclamation, of scrap metals, 254
Sole proprietorship:

(See “Proprietorship”)
Sound

value:

as Depreciation base for hospital plant
and equipment; effect on CPA’s re
port, 484
Spare

parts:

(See “Parts”)
Special

assessment fund:

of Municipality; accounting for inter
est receivable and payable, 684
Special-purpose balance sheet:

Adjustments when preparing; for situ
ation involving purchase and sale of
business, 187, 188
Recording storage income receivable,
and adjusting depreciation reserves,
for, 295
Special

report:

(See also “Report or opinion”)
Embezzlement, 80 (See also 728)
Financial statements of governmental
units, 66
on Investment advisor’s forecast of
securities values, 82 (Cf. 81)
on Program and procedures used by
outside grocery inventory specialists,
38
Special

report form:

containing Written representations of
client, used by insurance company
payroll auditors; refusal of CPA to
sign, 717
Special

tooling contract:

Treatment as special item in income
statement, 588
Specialists

in inventory-taking:

Special examination of program and
procedures used by, 38
Utilization of, by CPA firm, 37
Spin-off :

or Divisive reorganization; accounting
aspects of corporate, 459
Feasibility of distribution to complete;
where value of spun-off corporation’s
stock exceeds spinning-off corporation’s
net assets, 460
of General Motors shares by du Pont;
treatment by recipient corporation, 364
of Property, for preferred and common
stock of newly-organized corporation,
444
Three-years’ income statement presen

tation for SEC registration purposes,
after, 461
“Split-dollar”

insurance plan:

Balance-sheet presentation of com
pany’s equity in, 204
Split-up:

of Capital stock; effected in form of
dividend, 360
Construing successive stock dividends
retrospectively as stock, 361
Staggering:

Observation of department store in
ventories, 43
Stamps :

(See “Trading stamps”)
Standard
Plan:

Unit

Invoice

Accounting

“Ledgerless bookkeeping” for accounts
receivable; discrepancy between detail
file and general ledger control, 31
Standby

agreement:

(See “Subordinated debt”)
Standby

plant or facilities:

Accounting treatment of, 271
State

fair:

Inadequate records and control of con
cessionaires’ gross receipts and capital
stock outstanding; effect on CPA’s re
port, 77
State

retirement fund:

Propriety of CPA’s accepting state
treasurer’s inventory count of securi
ties, 40
Deferral of losses on securities sold or
exchanged to acquire other securities,
681, 682, 683

Stated capital:

or Capital stock account; determination
of amount assignable to, 371
Ohio General Corporation Law re
quirements regarding, 355
Restoring portion thereof to earned sur
plus; reversal of previous stock divi
dend capitalization, 354
or “Stated value”; technical usage of
term, 386
Stock discount, in pooling; where sum
of old stated capital and surplus ac
counts is less than new, 441
Statement:

“Economic partnership” type of oper
ating, 200

Statement of

break-even inventory:

or “Inventory required to break even”;
preparation and use, 278
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Statistics :

Developed for CPA by actuary or data
processing firm; extent of reliance for
special-report purposes, 82
Statutory

consolidation :

or Pooling of interests; total liabilities
assumed in excess of total assets ac
quired, 440
Statutory

depletion:

for Clay deposits; internal accounting
and external reporting, 304
Timber harvested on sustained-yield
basis; accounting for accretion and/or,
303
Steamship company:

Contract carrier operating tugs and
barges; balance-sheet presentation, 617
Costs of organizing and financing, 120
Stock:

All inquiries in the book involving ac
counting, auditing, or other aspects of
“stock” are not listed under this ge
neric keyword. See also entries under
the 16 related keywords immediately
following “Stock.” For additional re
lated keywords involving “stock” or
capital which may indicate pertinency
to your specific problem or area of
interest, see also the ff.:
Acquisition
Acquisition of stock
“Authorized” capital stock
Business combination
Capital accounts
Capital impairment
Capital surplus
Certificates of stock
Combined statements
Deficit
Earned surplus
Exchange
Financing costs
Investment
Merger
Minority interest
Non-cash transactions
No-par stock
Par value stock
Parent company
Parent company accounting
Pooling of interests
Preferred stock
Promotional stock
Purchase
Quasi-reorganization
Recapitalization
Redemption
Redemption provisions
Reorganization
Restriction on earned surplus
Shares issued
Spin-off
Split-up

Stated capital
Subscriptions
Subsidiary
Surplus
Surplus notes
Treasury stock
Undivided profits
Unrestricted surplus
Upward restatement
Watered capital or stock
Acquired under installment purchase
contract; accounting for, 412, 413
Acquired for retirement, by distribu
tion of appreciated property, 423
Acquisition of, followed by liquidation
or merger; where book value of under
lying equity exceeds investment cost,
450 (Cf. 448, 449, and 451)
Acquisition of assets by donation and
by issuance of company’s own; basic
transactions, 429
Annuities payable:
by Corporation upon buy-out of, 407
in consideration of Purchase of; pro
priety of providing for actuarial li
ability, 150
“Authorized” capital; necessity for
auditing and/or disclosing in balance
sheet, 15, 16
Bequest of; material, non-recurrent,
and restricted; recording, by non-profit
organization, 555
Borrowed from officer and sold by cor
poration; accounting treatment, 420
Buy-out of corporate; resulting in nega
tive capital, 409 (See also 408, 410,
411, 412)
Cancellation vs. retirement of; treasury
stock presentation, 411
of Commonly-controlled corporations
acquired by another corporation sub
ject to same common control, for cash;
purchase, pooling, or dividend?, 457
Computation of book value per share;
where preferred issue outstanding, 570,
571
Contracts for installment sale of, 401
and Debentures, issued as a unit; al
location of underwriting commissions
and other issue expenses, 400
Distribution of spun-off corporation’s
stock; where value thereof exceeds
spinning-off corporation’s net assets,
460
Donation of; to effect“pooling of inter
ests” of two commonly-controlled com
panies, 455
Donation to parent, of subsidiary’s;
treatment on parent’s books and in
consolidation, 456
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du Pont divestiture of General Motors,
364
Excess paid upon retirement of capital,
427
Exchanged for stock:
Difference between old and new par
value as charge to earned or capital
surplus, 374
Stock discount, where new par ex
ceeds consideration paid on old no
par, 387 (See also 386)
Held in treasury:
Pending distribution to customers of
company sponsoring sales promotion
program, 417
for Sale to employees’ trust, 416
Impairment of capital and liabilities re
sulting from redemption of officer’s.
410 (Cf. 408, 409, 411, 412)
Including previously-expensed supplies
as inventory when determining value of
retiring stockholder’s, 572
Installment purchase of treasury; bal
ance-sheet presentation, 408
Issuance of additional; accompanied by
resale of treasury shares, 397
Issuance, followed by repurchase after
fiscal year-end; “window dressing”, 168
Issued to affiliated proprietorship con
structing building with issuing cor
poration’s borrowed funds; status of
stock and carrying value of building,
465 (See also 466)
Issued in exchange for installment ob
ligations; measurement of amount of
paid-in capital, 395
Issued for inventory, where fair value
of inventory substantially exceeds tax
basis, 312
Issued for licensing agreement; where
latter based on patent application cov
ering unproved mining equipment, 390
Issued for mortgage, 211
Issued by newly-organized corporation:
for Assets of partnership, and for
“promotional services” of partners,
383
for Executory contracts, 394
for Land purchase contract; is con
tract acceptable type of “consider
ation”?, 392
Opening entries for cash-basis farm
er, 529
for Property; property recorded in
excess of cost to transferors, 384
for Stock of subsidiaries; propriety

of recording appraisal values, 471,
509
Issued for patent; value to be assigned
when company newly-organized and
patent speculative, 389
Issued for promissory note; balancesheet treatment of note, 393
Issued by publicly-held corporation
for stock of closely-held corporation;
“purchase” vs. “pooling”?, 431 (See
also 435)
Issued for stock of corporations holding
valuable real estate options; “purchase”
or “pooling”?, 391
Issued for stock and for notes; meas
urement of investment amounts in ac
cordance with non-cash-transaction or
“pooling” rules, 396
Issued by subsidiary to parent; for
property having fair value less than
par value, 388
Loan of, to corporation; legal effect
and attendant accounting treatment,
155
Old shares unexchanged for new; upon
recapitalization, 399
of Parent company held by subsidiary;
computation of minority interest where
there are mutual shareholdings, 501
Pledged status of; disclosure in per
sonal balance sheet, 161
Preferred and common; exchanged for
property in spin-off, 444
Presentation of redeemable, redeemed,
and redeemed and retired, preferred,
428
Purchased with loan proceeds and used
to collateralize loan; presentation
where client not personally liable on
loan, 442
Purchased for retirement, 418
Purchased from third party where “op
erating rights” is sole asset of cor
poration; setting up corporate books,
447
Reclassification or recapitalization of;
and donation of treasury shares fol
lowed by resale thereof, 398
Redeemable preferred; issued to ac
quire common stock of subsidiaries,
445
Registration of, with SEC; three-years’
income statement presentation, after
spin-off, 461
Retirement of, and acquisition of prop
erty; in consideration of payment of
annuity for life, 406 (See also 150,407)
Shareholder’s surrender of 100 per
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Stock (continued):

cent of corporate; followed by corpora
tion’s resale thereof, 419
Short sale of; “uncovered” at balancesheet date, 216
or Stated capital; financial presenta
tion of, and amount assignable to, 371
of Subsidiary:
Capitalization of acquisition costs
clearly attributable to investment,
121, 122
Class A and B outstanding; computa
tion of minority interests and segre
gation of combined income attribut
able thereto, 500, 502
Exchanged by parent for stock of
publicly-owned corporation engaged
in pooling, 443
Partly purchased with funds loaned
by acquired subsidiary; followed by
liquidation, 451 (Cf. 448, 449, and
450)
Sale of portion thereof held by par
ent; treatment in consolidated state
ments, 372
Transferring amount from earned sur
plus to capital, 369, 370
Tripartite agreement for purchase of
50 per cent interest in corporation; in
volving “advance” to corporation by
new stockholder, for repayment to old
stockholder, 421
Valuation of decedent partner’s inter
est (book value) by “usual account
ing practices”, 523
Values; predictions or forecasts of,
where computing firm engaged to
compile certain data; CPA’s reporting
responsibilities, 82
Stock and

bond issue expense:

Allocation of; where stocks and bonds
issued as package, 400
Stock

discount:

Accounting treatment and disposition
of, 388
or Capital impairment; presentation of,
419
on Exchange of par for no-par shares,

386

on Incorporation of cash-basis farmer,
529
on Issuance of additional shares for less
than par value; where corporation also
holds treasury shares, 397
in Pooling, where new stated capital
exceeds sum of old stated capital and
surplus accounts, 441
Shares issued in exchange for shares,
387

Stock dividend resulting in; offsetting
discount against excess of par over
cost of shares reacquired, 380
Writedown of licensing agreement and
reflection of, 390
Stock dividend:

(See, also “Capital surplus”; “Divi
dend”; and “Surplus”)
Accruing to income beneficiaries under
terms of will; how recorded in execu
tor’s accounts?, 365
Bank’s capitalization of surplus im
properly classified as undivided profits,
658
Capitalized at legal minimum rather
than at fair value; effect on auditor’s
opinion, 348
Capitalizing consolidated earned sur
plus upon parent company’s declara
tion of, 358
Capitalizing fair value of dividend
shares; impropriety if result is deficit,
349
Deficit or discount arising upon pay
ment of; elimination thereof, against
surplus resulting from reacquisition of
shares, 380
Dividends paid out of capital surplus
arising from preferred stock conver
sions and, 343
Earned surplus transferred to capital
stock pursuant to; irreversibility of
transfer, 354
Expenditures made in issuing, 339
“Fair value” of dividend shares; deter
mination of, for purpose of, 352
Ohio General Corporation Law re
quirements regarding “stated capital”,
355
“Optional” dividend giving rise to;
should recipient electing to take stock
recognize income?, 363
Parent company’s issuance of; by capi
talizing “undistributed earnings of sub
sidiary’, 357
Patronage dividends of cooperative
withheld in part for required purchase
of stock by patron, 347
Payment on treasury stock, 359
Reconciling legal, AICPA, and agency
requirements in accounting for, 351
(See also 349 and 350)
Retroactive adjustment to account for,
361
Retroactive capitalization of dividend
shares at fair value, producing deficit,
350
Split-up of capital stock; effected in
form of, 360
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Subsidiary’s issuance of; where par
ent’s investment account periodically
adjusted for changes in underlying net
equity, 356
Surplus transferred to “stated capital”
by subsidiary pursuant to; may capital
ized amount be included in parent’s,
and in consolidated earned, surplus?,
353
Treasury stock issued as; income to
recipients?, 362
Stock issue

expenses:

Accounting for stock sales agreements
and, 401
and Incorporating and preproduction
costs, 402
upon Issuance of dividend shares, 339
Retracted Securities and Exchange
Commission registration, 403
Underwriting commissions as financing
cost, 383, 400
Withdrawal of registration for public
sale of securities, and registration of
shares issued pursuant to a “pooling”,
404

Stock retirement

Premium paid upon redemption of
callable, 424
options:

Necessitating payment of stock divi
dends on treasury shares, 359
Outstanding at date of declaration of
cash dividend; effect on corporation’s
dividend liability where declaration
prior to, payment date subsequent to,
fiscal year-end, 339

Stock

split-up:

Construing successive stock dividends
retrospectively as, 361
Effected in the form of a dividend, 360
Stock

subscriptions:

(See “Stock purchase or subscription
contracts” supra)

Stock transfer

ownership and control:

Change of client corporation’s; is dis
closure by CPA required?, 166
Stock

purchase plan :

Recording compensation in connection
with employees’, 385

Stock purchase or
tracts :

subscription

con

Acquisition of subsidiary; closing date
as acquisition date when preparing
consolidated statements, 508
Fully paid up but stock certificates
not issued as yet; may “capital stock”
be reflected in balance sheet?, 402
Patronage dividends of cooperative
withheld in part from patrons pursuant
to requirements of, 347
Verification of unpaid balances on, 17

Stock purchases

agent:

CPA’s acting as independent auditor,
at same time as, 724
Stock

values:

Forecast by investment advisor as to;
special report by CPA firm on results
of forecast, 82

Classifying debenture bonds as; where
issuing corporation has option to con
vert to preferred stock, 153
Defined and distinguished as (or from)
“liability”, 134
Impropriety of including contributions
in aid of construction in, 676
Presentation of; where parent company
stockholders acquire stock of subsidi
ary, 503
Storage

Stock

agreement:

Balancing the equities between parties
to, 415
Corporate obligation to pay annuity
for ten years to widow, in return for
stockholdings of deceased husband, 148
Disclosure and presentation, 418

Stockholders’ equity:

Stock option certificates:

Stock

Short sale; “uncovered” at balancesheet date, 216

and sales:

by Broker; where settlement date oc
curs subsequent to fiscal year-end, 182

costs:

Inclusion of distribution, purchasing,
and warehousing or; when determin
ing net markup percentage under re
tail inventory method, 250
Storage

of grain:

Accounting aspects of milling-in-transit
privileges, 218
for Accounts of others; reporting re
sponsibilities in auditing client en
gaged in, 29, 30
for Commodity Credit Corporation;
providing for losses due to deteriora
tion, 28
Storage

income receivable:

Recording of; and adjusting depreci
ation reserves, for special-purpose bal
ance sheet, 295

Subchapter S corporation:

Equity section on balance sheet; giv
ing effect to cash distributions in ex
cess of cumulative earnings, 694
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Subchapter S corporation (continued):

Financial presentation for, 691, 693
Reimbursement to stockholders for ad
ditional tax; impropriety of treating as
operating expenses, 692
Subdivider:

Advances for construction of water
line extensions; treatment by municipal
utility, 671
Different tax and book bases; deferred
taxes in loss year, lot sale cancella
tions, time-price differential included
in contract price, 324
Estimated costs of improving and de
veloping land, in accounts of; effect
on CPA’s opinion, 583
Recognition of income on “contracts
for deed” where payments for land
plots made in installments, 582
Subordinated

debt:

Appropriate designation thereof when
classified with capital, 154
Disclosure of; and legal effect and at
tendant accounting treatment of loan
of stock to corporation, 155
“Surplus notes” issued by insurance
company; balance-sheet treatment, 156
Subscriptions :

Expenditures to increase or promote
circulation; propriety of deferral, 124,
125
Stock of newly-organized corporation
fully paid but certificates not issued;
presentation of capital stock account,
402
Stock sold through affiliate; manner of
verification, 17
Subsequent

events:

Adjustment of “dollar-linked” obliga
tions and outstandings; due to devalu
ation of Israel pound, 174
“Adjustment-type” vs. type to be
“given effect" in pro forma state
ments, 186
Current vs. non-current classification,
where payment of long-term note pay
able accelerated after balance-sheet
date, 104
Disclosure of failure to meet note as
it falls due, 172
Donation of property replaced upon in
voluntary conversion; effect on tax al
location, 309
Embezzlement of bank’s cash; how
treat on depositor’s books?, 101
Installment purchase of goodwill; based
on percentage of post-acquisition sales,
or earnings, 636, 637
Materially affecting, and occurring

after issuance and release of certified
statements, 173
Subsidiaries

and affiliates:

Disclaimer of opinion; where consoli
dated group has significant transac
tions with substantial number of un
known, 63
and Other related interests; disclosure
of transactions and appropriate descrip
tion of significant balances, with, 64,
65
Transfer of income and assets between
non-profit organizations, by board
resolutions, 551
Unaudited, at acquisition date; effect
on opinion, when included in consoli
dated statements, 498
Subsidiary:

(See also “Investment in subsidiary”;
“Parent and subsidiary”; “Unaudited
subsidiaries”; and “Unconsolidated sub
sidiary”)
Acquisition of, in pooling; reflection
of stock discount, where new stated
capital exceeds sum of old stated
capital and surplus accounts, 441
Audit of foreign, by accredited foreign
accountant; may U.S. CPA lend his
name to financial statements?, 57
Capitalization of undistributed earn
ings of; upon parent company’s is
suance of stock dividend, 357
Class A and B common stock out
standing; segregation of minority in
terest portion of consolidated income,
502
Computation of minority interest in;
where two classes of common stock
outstanding, 500
Consolidated statements for appliance
manufacturer and lease financing, 507
Costs incurred in acquiring, 121, 122
Defining “acquisition date” when pur
chasing stock of, 508
Distributions paid to parent out of
capital of; and dividend payments by
parent despite deficit, 345
Elimination of parent’s investment
in; where required to be carried at
market rather than cost, 510
Exchange adjustment to Canadian sub
sidiary’s cost of sales, 237
Investment cost exceeding underlying
equity of; excess attributable to over
depreciation, 314
Investment of lands in joint venture
by; treatment in consolidation; ac
counting for prospective gain on liqui
dation of, 491
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“Kept alive” in purchase or pooling;
with minority interest remaining out
standing, 437
Liabilities of Canadian; adjustment to
compensate for devaluation of Cana
dian dollar, 513
Liquidation of; accounting for dif
ference between fair value of assets
received and parent’s investment cost,
451 (Cf. 448, 449, 450)
Liquidation of; excess of investment
over underlying equity treated as loss,
452, 453
Mortgage distributed as dividend by;
treatment by parent, 211
Mortgage indebtedness on real estate
held by, 146
Mortgage notes transferred to finance
company; in connection with sales of
prefabricated homes, 641
Newly-acquired, with potential carry
back refund; reflecting tax liability in
consolidated statements, 512
Newly-organized holding company, is
suing stock for stock of; recording ap
praisal values, 471, 509
Owning stock of parent; how to cal
culate minority interest in, 501
Parent company’s sale to outsiders, of
portion of its holdings of stock in;
treatment in consolidated statements,
372
Parent company’s sale to own stock
holders, of portion of its holdings of
stock in, 503
Preferred stock issued to acquire com
mon stock of; with binding sinking
fund requirements for redemption, 445
Profit on fixed assets sold by parent to,
466
Stock of, donated to parent; “pooling”
of two corporations under common
control, 455 (See also 456)
Stock of; exchanged by parent for
stock of publicly-owned corporation
engaged in pooling, 443
Stock dividend issued by; treatment
when parent’s investment account pe
riodically adjusted for changes in un
derlying net equity, 356
Surplus capitalized in connection with
stock dividend of; adjusting parent’s
investment and earned surplus there
for, 353
Underlying net assets in excess of cost
of parent’s investment; treatment in
consolidation, 508
Undistributed earnings of; holding
company’s use thereof, as stock divi
dend base, 357

Utilizing plant facilities of its two 50
per cent corporate owners; intercom
pany costs and billings, 495
SUIAP:

(See “Standard Unit Invoice Account
ing Plan”)

Supermarket chain:

Physical inventories taken by internal
auditors of; extent of CPA’s surveil
lance and reliance, 39
Supplemental letter:

Reporting internal control deficiencies
by use of, 678
Supplementary

data:

in Long-form report; disclaimer of re
sponsibility for, 54
Supplies :

(See also “Parts”)
Previously expensed when purchased;
inclusion in inventory for purpose of
valuing stock of retiring stockholder,
572
and Tools and grinding wheels; alloca
tion of cost to operations, 579
Surplus: 367-380

See also the ff.:
Appraisal surplus
Capital surplus
Deficit
Dividend
Earned surplus
Stock dividend
Unappropriated surplus
Undivided profits
“Unrestricted surplus”
Upward restatement
Available for dividends; after “pur
chase” or “pooling”, 435
Capitalization of paid-in; and elimina
tion of appraisal surplus, 478
Capitalized by subsidiary on issuance
of stock dividend; parent company ac
counting and treatment in consolida
tion, 353
Computation of acquisition; and re
flection of tax liability in consolidated
statements; upon acquisition of sub
sidiary with potential carryback re
fund, 512
Forgiven indebtedness, as materialextraordinary credit to, 368
of General fund of municipality; pro
priety of earmarking portions of; and
terminology for unappropriated sur
plus, 375, 376
Improperly classified by bank as un
divided profits; and used as base for
payment of stock dividend, 658
New stated capital exceeding sum of
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Surplus (continued):

old stated capital and; in business
combination, 441
Reconciliation of; requirement for fur
nishing, 373
Reduction of reserve for future taxes,
in loss year; as credit to income state
ment or, 318
Restricted by treasury stock purchases,
411, 426
Resulting from reacquisition of shares;
use of, to absorb deficit arising upon
payment of stock dividend, 380
Unrealized appreciation of assets re
flected as revaluation; disposition of,
470
“Unrestricted and available for divi
dends”; definition, for purposes of
Texas and Model Business Corporation
statutes, 379
Surplus notes:

Subordinated; issued
company, 156
Survivor-purchase

by

insurance

agreement:

Funded by cross-purchase of insur
ance, 415
Sustained-yield

basis:

Timber properties operating on; ac
counting for accretion and depletion,
303
Synagogue :

Audit report on balance sheet only;
where receivables not confirmed, 71
Syndicate :

Real estate; accounting for property
acquired and considerations paid to
promoter-manager, 515
Systems:

“Ledgerless bookkeeping”; for accounts
receivable, 31
Uniform accounting charts and; in
United States, in Germany, and
France, 732

T
Tangible assets:

Definition and meaning of, 563
Tax

allocation:

(See also several related keywords ff.)
Accrual-basis balance sheet prepared
for cash-basis taxpayer, 320, 321,
322 (See also 323, 324 infra)
Accrual of bonus under deferred com
pensation plan, 306
Appraisal increments and, 467

Appraisal and writeup of assets, 432
Appreciation of fixed assets or re
stored cost not tax-deductible, 314
California franchise tax; monthly pro
ration over privilege year, 332
Capitalization of previously tax-de
ducted pre-operating costs, for S-2
filing purposes, 127
Cash-basis farmer incorporating farm
ing operations, 529
Computing book value in interim state
ment for purpose of buy-sell agree
ment; interim tax reduced by subse
quent losses, 330
Deferred compensation, 305
Deferred Federal income tax liability
account; disposition of unused balance
in, 333
“Deferred income taxes”; as appropri
ate or suitable term, 336
Deferred tax on difference between
accelerated and straight-line depreci
ation; propriety of “asset-contra” meth
od, i.e., treating as additional depreci
ation, 337
Employed by corporation controlled
by trust; where life beneficiary’s in
terest in trust income affected, 338
Excess of carrying value of building
over tax basis thereof, 465
Excessive bad debt reserve of bank,
660
Gain from insurance proceeds upon
involuntary conversion due to fire, 310
Gain on involuntary conversion of
property; deferred tax computed at
ordinary rather than capital gains rate,
311
Involuntary conversion of land and
building, 307, 308 (See also 206)
in Loss years, 316, 317, 318, 319 (See
also 324 infra):
Treatment of credit upon reduction
of reserve for future taxes, 318, 319
Liability status of “deferred income
taxes”, 336
Orchid nursery reinstates net realizable
value of inventory in balance sheet,
263
Overhead included in inventories for
both book and tax purposes, for first
time, 265
Profit and loss divisions of insurance
company, 334
Provision for deferred taxes as bona
fide expense in determining net in
come for year, 323
Real property taken onto books at
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amount in excess of tax basis, 313
Stock issued in exchange for install
ment obligations, 395
Stock issued for inventory; where
value of acquired property substan
tially exceeds tax basis, 312
Subdivider with tax loss on install
ment method and book profit on ac
crual basis; establishing amount of
deferred tax liability, 324
Subsequent events affecting; upon
involuntary conversion of property, 309
Unearned income of finance company,
315
Tax carryback or carryforward bene
fits:

Year in which recognized, and finan
cial presentation thereof, 325

Tax

carryback refund:

Acquisition of subsidiary with poten
tial; computation of acquisition sur
plus and reflection of tax liability in
consolidated statements, 512
Adjusting deferred tax liability account
and reflecting; in loss year, 318, 319
Fee deemed reasonable in case involv
ing substantial; AICPA members’ opin
ions, 703
Interim statements; should effect be
given to?, 328, 329, 330, 331
Offsetting in balance sheet against
Federal income tax liability, 582
Tax carryforward

credit:

Asset status of potential, 326
Financial statement treatment, 325
Writeoff of amount paid for; upon uti
lization or lapse, 327
Tax liability:

Accrual-basis statements for cash-basis
taxpayer, 320, 321, 322, 323, 324
Computation of acquisition surplus and
reflection of; when preparing consoli
dated statements after acquisition of
subsidiary with potential tax carry
back refund, 512
Estate of deceased senior partner of
CPA firm; discounting prospective pay
ments to estate based on future earn
ings of firm, 701
in Interim statements, 93, 328, 329,
330, 331
Real estate; accrual for non-contested
portion only, 246
Subchapter S corporation’s reimburse
ment to stockholders for additional;
impropriety of treating as operating
expense, 692

Two years’ property taxes in same
year, as result of legislative act; finan
cial reporting of, 335
Tax

refund:

(See “Tax carryback refund”)
Tax research:

Should CPA or attorney undertake par
ticular?, 730
Tax

returns:

Filed by accounting firm practising
multi-state and by partners thereof;
effect of firm structure or organiza
tion thereon, 699
Filing of false, by corporation under
audit; does CPA have duty to volun
teer information to tax authorities?,
720
Telephone

utility:

(See “Cooperative telephone utility”)
Television antennae:

Installation expenditures by TV sta
tion for viewers; capitalization as pre
paid advertising, and amortization
thereof, 128
Television

broadcasters:

Reflecting appraisal values for chan
nel franchise and network affiliation
contracts, 476
Television film exhibition contracts:

Financial presentation of, 620
Terms

of credit:

EOM, anticipation, et al., 566
Testimony :

(See “Expert testimony”)
Texas Business Corporation Act:

Defining “unrestricted surplus” for
purpose of Model Business Corporation
Act, or, 379
Third-party advance:

or Pledge of cash; asset status of col
lateral received by pledgee, 139
for Purchase of equipment, 634
for Purchase of stock; presentation of
investment and loan payable, where
acquired stock pledged as sole security,
442
Tie-in :

Invoices with sales account; when
licensor’s CPA audits licensee’s records
to verify royalty computation, 5
Timber:

(See also “Lumber manufacturers”)
Accretion and depletion of; where
company operates on sustained-yield
basis, 303
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Timber obligations:

Geared to the cutting of timber; classi
fication as current or non-current lia
bilities, 105
“Time-price differential” :

(See “Unearned discount or interest”)
Tire

retailer:

Opinion on balance sheet only, 86

Title:

F.O.B. and freight payment terms,
“drop shipments,” and the passing of,
221
Passing of; balance-sheet treatment as
affected by, 632
to Real estate occupied by lessee cor
poration; agreement by lessor to con
vey fee upon his death, 118
Uncertainty as to time of reversion of;
when commence depreciation of build
ing?, 208
Verification of real estate, 14
Toll

revenues:

and Connecting line charges, for re
spective years ended 11/20 and
12/20; inclusion in statement and ef
fect on report, 667

Tooling contract:

Provision for loss on uncompleted, 587
Special item presentation in income
statement, 588
Tools:

(See also “Parts”)
and Grinding wheels and supplies;
allocation of. cost to operations, 579
Perishable or non-durable, and dies;
accounting for in initial year of oper
ations, 273
Trade

accounts:

Drafts issued in payment of company’s;
accounting treatment, 108

Trade date:

and Settlement date; recording brokers’
and dealers’ purchases and sales of
securities, 182

Trading stamps:

Estimating liability for redemptions;
wholesale grocer, 688
Premium or coupon companies:
Accounting entries and ratios used
in providing for prospective redemp
tions, 687
Elements properly entering into
measurement of liability for future
redemptions, 689
Form of income statement for, 690

Trailers:

New but superseded, and used; pric
ing inventories at net realizable value,
226
Transactions :

(See also “Illegal acts or improper
transactions of clients”; “Intercompany
transactions”; “Interdivisional bal
ances”; “Non-cash transactions”; and
“Window dressing”)
Guide for analysis of some basic; dis
tributions, sales, purchases, exchanges,
acquisitions by donation and by is
suance of company’s own stock, 429
“Leasing”; nature of, 606 (See also
607-624)
Some “prime” examples, tax-moti
vated or otherwise, see 169, 211, 419,
420, 421, 451, 458, 465, 641
Transactions with

related interests:

Disclosure of, and appropriate descrip
tion of significant balances resulting
from, 63, 64, 65
Transfer:

(All inquiries in the book involving
“transfers” are not listed under this
generic heading; refer to more specific
captions, e.g., in Chapter 7, “Issuance
of Stock,” see 381, 384, and 388-396
inclusive.)
Assets of proprietorship, upon organ
ization of corporation, 393
of Building from affiliated proprietor
ship constructing same, to corporation
issuing stock to proprietor; carrying
value of building, 465
of Building constructed by parent, to
subsidiary, for a consideration exceed
ing construction costs, 466
from Earned surplus to capital stock
account; effected by board resolution,
369, 370
Earned surplus to capital stock ac
count, pursuant to stock dividend; ir
reversibility of, 354
Income and assets between affiliated
non-profit organizations; by board reso
lutions, 551
of Installment notes or contracts, to
finance company subsidiary at “dis
count”; computation of unearned dis
count, 641
Interunit charges and credits for in
ternal labor and parts, at amounts in
excess of cost, 238
Lands to joint venture; for cash and
50 per cent capital credit, computed
at market value of properties trans
ferred, 491
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Pharmaceutical formulas and fixed as
sets, from proprietorship to newly-or
ganized corporation, 379
of Property:
in Consideration of series of annu
ities to be paid by transferee; meas
urement of cost, 152
to Corporation by widow, with res
ervation of life tenancy therein, 117
to Newly-organized corporation; im
propriety of writeup, 473, 474 (See
also 384)
Revaluation surplus, to earned surplus,
470
of Reverter rights to building, where
time of reversion uncertain; when
should assignee commence depreci
ation?, 208
and Saleback of corporate assets; ac
companied by 100 per cent surrender
of corporate shares and subsequent
reissue thereof, 419
of Securities between funds, 550
of Securities, to trust for term of years;
asset status of reversionary interest,
207
Transfer

agent:

Charges by; for confirmation of intransit items, 75
Non-impairment of CPA’s indepen
dence, by service as client’s, 724
Transit

tonnage:

Acquisition and valuation of, liability
for, etc., 218

Translation

loss or gain :

Financial presentation and terminology
for, 237
Transmission

facilities :

Capitalizing right-of-way clearing ex
penditures as part of costs of, 664
Transmittal

letter:

(See also “Report or opinion”)
Appropriate language for; in “partialaudit” situations, 52
Unaudited statements from data proc
essing centers where CPA’s name as
sociated therewith, 53
obligations, U.S.:
Held in retirement fund; accounting
for exchange, sale, and purchase of,
682

Treasury

Treasury

stock:

Acquired in consideration of annuity
payments, 407
Acquired by distribution of appreci
ated property, 423

Acquired in exchange for marketable
securities appreciated in value, 422
Acquired for notes subsequently satis
fied at less than face value, 425
Acquired for sale to employees’ trust;
balance-sheet presentation of, 416
Acquisition and reissuance of, as
bonus compensation; balance-sheet
treatment, 405
Allocation of joint cost of preferred
and common; where cash and common
treasury shares used to acquire stock
of subsidiary, 444
Cancellation of stock certificates vs.
cancellation or retirement of shares of
stock; statement presentation, 411
Dividend in; unacceptability of con
struing as income to recipients, 362
Dividend payments on, 359
Donation of, followed by resale there
of; and reclassification or recapitaliza
tion of capital stock, 398
Held in connection with sales promo
tion plan, 417
Impairment of capital and liabilities
resulting from acquisition of, 409, 410
Installment purchase of:
Annuities payable to widow of de
ceased stockholder, 148
Placed in escrow, 413
for Total contract price in excess of
total net assets, 408, 412
Michigan corporation statutory re
quirements; effect on balance-sheet
presentation, 411, 426
Purchase of; and payment of divi
dends from restricted surplus, result
ing in capital impairment, 411
Purported acquisition of 100 per cent
of its own shares by corporation; in
consideration of all liquid assets, 419
Purportedly “borrowed” from corpo
rate officer, and subsequently resold
to others, 420
and Real property subject to mortgage;
acquired in consideration of annuity
payments, 406
Recovery from appraisal company of
excessive amount paid for, 414
Resale of; accompanied by issuance of
additional stock, 397
Retired by payment in excess of paidin value, or resold at less than cost,
427
Shares purchased under agreement to
retire same; status as, 418
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stock (continued):
Tripartite agreement for purchase of
50 per cent interest in stock of cor
poration; involving "advance” to cor
poration by new stockholder, for re
payment to old stockholder, 421

Treasury

Tree nursery:

Pricing inventory of seedlings, 264
Trial

balance adjustments:

on Interim audits; manner of making,
196
Trust:

(See also “Trusts”)
Audit report on testamentary; necessity
of independent verification of property
initially turned over from estate to
trustee, 10
Business building for ten-year term;
asset status of reversionary interest and
measurement of value, 119
Real property and notes held in; pro
priety of reflecting in balance sheet of
charitable foundation, 554
for Term of years; accounting status of
securities transferred to, 207
Treasury stock held for sale to em
ployees; balance-sheet treatment, 416
Trust

agreement:

Conforming accounting presentation of
municipal utility to requirements of,
292
Obligation to pay widow annuities, in
return for deceased husband’s stock
holdings, 148
Trust fund:

"Capital gain” dividends received by;
income or principal?, 366
College or university as income bene
ficiary, but no vested remainder in
corpus of; asset status of portion of
corpus?, 540
Endowment funds of colleges or uni
versities; general rule on inviolability
of principal of, 542
Health, welfare, or pension:
Accrual of interest earned but un
collected, and amortization of bond
premium or discount, 544
Audit of; actual count vs. confirma
tion of securities held by corporate
fiduciary, 9
Reflecting actuarial liability for
vested benefits payable by, 553 (Cf.
552)
Reporting on; where CPA acts as
plan administrator, 722
Securities sold or exchanged to ac
quire other securities, 683

Held for benefit of university; asset
status and carrying value in univer
sity’s balance sheet, of equitable in
terest in, 539
Set up by community chest; propriety
of combining statements, 505
Trust

income:

Deductibility or non-deductibility of
depreciation, in determining, 302
Use of deferred tax accounting in de
termining life beneficiary’s share, 338
Trust receipts:

Goods released to client on; recording
and financial presentation, 280
Trustee:

Confirmation of client’s assets held by,
9
Corporate client under audit also act
ing as; CPA’s reporting responsibility,
158
Definition of “voting”; as used in new
Code of Professional Ethics Article
1.01, 723
Holding bond sinking fund payments
made by plant fund; accounting there
for by plant fund, 541
Independent verification of property
transferred to; upon executor’s final
distribution of estate assets, 10
Responsibility of CPA upon encounter
ing malfeasance by; when reporting
under Welfare and Pension Plans Dis
closure Act, 718
State treasurer as retirement fund;
should CPA accept treasurer’s inven
tory count of securities?, 40
Trustee-receiver :

in Bankruptcy; disparaging another
CPA’s work when undertaking special
investigation of embezzlement for, 728
in Bankruptcy; limitations of CPA’s
testimony on proprietorship accounts,
when engaged by, 531
Trusts :

(See also “Estates and trusts” and
“Investment trusts”)
“Equalization account” of investment,
367
Established to fund company’s con
tractual commitments upon sales of
funeral arrangement plan, 209
and Estates; extent to which courts
engage CPAs to audit, 712
Valuation date to be taken upon distri
bution of assets-in-kind; recording
stock dividend accruing to income
beneficiaries, 365
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u

on inventory, cost of sales, and profits,
300

Unamortized

bond discount:

Interpretation of chapter 15, Account
ing Research and Terminology Bul
letins; definition of “refunded”, 244
Unamortized

bond issue costs:

(See also “Bond discount”; “Bond is
sue costs”; and “Bond premium and
discount”)
Attributable to portion of debenture
issue unsold and withdrawn from reg
istration; accounting disposition of,
245
Unamortized discount:

Included in face amount of note given
upon installment purchase of ma
chinery; accounting treatment, 633
Treatment as offset to face value of
notes receivable, 653
Unappropriated

surplus:

(See also “Surplus”)
Funds of municipality; terminology
for, 376
General fund of municipality; segrega
tion of portions of, 375
Unaudited statements:

(See “Report or opinion”)
Unaudited subsidiaries :

at Date of acquisition, now included in
consolidated statements; expression of
unqualified opinion, 498
Investment in unconsolidated; CPA’s
reporting responsibility, 62, 499, 656
Uncollectible accounts :

(See “Doubtful or uncollectible ac
counts”)
Unconsolidated

subsidiary :

Acquiring fixed assets from company
which later merges with parent;
should intercompany profit be elim
inated?, 438
CPA’s responsibilities and opinion
when reporting on parent company
statements including investment in un
audited, 62, 499, 656
“Equity method” of accounting for
investment in, 485
Underlying

net equity:

Cost of investment in excess of, 314,
445, 452, 453, 496, 497, 510
in Excess of investment cost, 62, 508
Understatement :

of Depreciation, following overstate
ment thereof in previous year; effects

Underwriting

agreement:

Underwriting

commissions:

Recording of; upon incorporation of
partnership, 383
and Other issue expenses; allocation to
debentures and stock issued as a unit,
400 (See also 383)

“Undistributed

earnings of subsidiary”:

Recognized on parent company’s
books; propriety of using as dividend
base, 357
Undivided

profits:

(See also “Surplus”)
Stock dividend paid by bank out of
surplus improperly classified as, 658
Use of account, by bank, to create
valuation reserves, 659
Unearned discount or interest:

(See also “Finance companies”)
“Carrying charges” or “finance charges”
of installment dealer, 630
and Carrying charges, included in face
amount of note given upon installment
purchase of machinery, 633
Construction loan “commissions” of
savings and loan association; time of
recognition as income, 648 (Cf. 220)
Finance company presentation, includ
ing tax allocation, 315
Installment sales of “shell” homes and
transfer of notes to finance company
subsidiary at “discount”; reflection in
consolidated statements, 641
“Investment method” of determining,
647
Loans made by finance company; im
propriety of segregating portion there
of to establish bad debt allowance, 640
Methods of computing earned and;
balance-sheet presentation of, 645
on Mortgages purchased, and commis
sions charged borrowers for placing
loans; recognition of income, 649 (Cf.
220)
Offsetting of, against face value of
notes receivable, 653
Premature recognition as income, 185,
657
Rebate of portion of gross payment
by consumer credit company for in
stallment contract, 646
Unexchanged shares:

upon Recapitalization; balance-sheet
presentation, 399
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Unhedged
ment:

forward

purchase

commit

Potential loss on; provision therefor,
and balance-sheet presentation, 217
Uniform

accounts:

(See also “Utilities”)
in the United States; in Germany and
France, 732
Unincorporated businesses: 514-532

(See “Partnership”; “Partnerships”;
and “Proprietorship”)

Union:

Payments for perpetual care; treatment
on balance sheet of labor, 133
Pension fund set up by industry and;
should actuarial liability be reflected
for vested pension rights?, 553
“United States Rule”:

vs. “Merchant’s Rule”; in applying par
tial payments to delinquent accounts,
567
United States Treasury

obligations:

Held in retirement fund; accounting
for exchange, sale, and purchase of,
682
University :

(See “College or university”)
Unrealized appreciation :

(See “Upward restatement”)
Unrealized

gross profit:

Installment sales:
Setting up reserve for, 628
Treatment in financial statements,
627
Unrealized loss

or gain:

Translation of foreign accounts to
United States dollar equivalent; finan
cial presentation and terminology for,
237
Unredeemed scrip certificates:

Issued with regular sales; sales ad
justment, cost of sales, or promotional
cost?, 234
Unrestricted gifts

and grants:

Received by non-profit organizations;
permissibility of exclusion from gen
eral fund?, 535
“Unrestricted

surplus”:

(See also “Surplus”)

Available for dividends; definition, for
purposes of Texas and Model Busi
ness Corporation statutes, 379
Upstream or

downstream merger:

Is upward restatement of assets justi
fied?, 432

Upward restatement: 462-489

from Actual cost recently incurred;
where higher appraisal values deter
mined by financing institution, 464
Appraisal values reflected in Boy Scout
Council statements; where no cost
figures available, 486
to Appraisal values; Securities and Ex
change Commission policy regarding,
488
Attestation by CPA as to fair presen
tation; and generally accepted account
ing principles applying to, 467
at Bank’s insistence; CPA’s reporting
responsibility, 483
Based on bargain purchase, 475
Based on recognition of net value of
executory contract, 89
Building constructed by parent for sub
sidiary and billed at amount exceed
ing cost, 466
to Circumvent, or prevent breach of,
contract clause providing for main
tenance of minimum net worth, 480
Common-control situation; building
transfer for amount substantially ex
ceeding construction cost, 465
Deficit arising from dividend payments
exceeding earned surplus; writeoff,
against appraisal surplus arising from,
340
of Depreciable assets; some reflections
on implications, 462
Depreciation on appreciation; limited
to portion of appraisal increment at
tributable to depreciable assets, 301
Despite deficit, 482
Donation of appreciated property; how
record on donor’s books?, 487
Federal Communications Commission
channel franchise and network affili
ation contracts; recording appraisal
value, 476
Followed by recapitalization; in which
identity of appraisal surplus is lost,
477
Holding company, newly-organized; is
suing stock for stock of subsidiaries,
and recording appraisal values, 471,
509
Hospital’s fixed assets, at appraisal val
ues; effect on CPA’s report, 484
Necessity for disclosure of cost basis
of assets constructed by client, 463
on Periodic basis; accompanied by
failure to recognize depreciation on
appreciation, 479
Potential “discovery value” of mineral
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deposits; financial presentation at sur
vey stage, 92 (See also 91)
Property transferred to newly-organ
ized corporation, 473, 474
of Proprietorship assets; CPA’s report
ing responsibility, 472
Reallocating total fixed asset costs; ap
praisal values used for some assets,
arbitrary amounts less than cost used
for others, 294
Retroactive adjustment for cumulative
depreciation on appreciation, 468
Revaluation of accounts in U.S.; in
quiry from foreign accountant, 489
Revaluation surplus:
Elimination of; as result of recapital
ization, 478
Realized by disposition of assets;
may increment or gain be deemed
part of dividend base?, 469
Unrealized; accounting disposition
of, 470
Segregation and separate presentation
of portion of deficit representing
cumulative appraisal amortization, 379
Selected assets; appraisal value re
flected in statements but not recorded
in books, 481
Tax allocation; where property re
flected at carrying values exceeding
tax-deductible basis, 312, 313, 314, 432
Unconsolidated subsidiary’s accounts;
treatment in consolidated statements
where investment accounted for by
equity method, 485
Unrealized appreciation; recognition
of, based on management’s valuations
of investments, 90
Upstream or downstream merger, 432
“Usual accounting

erally accepted accounting principles;
CPA’s report, 663
Construction cost reimbursements to;
treatment as deferred revenues, 669
Contributions in aid of construction:
Alternative treatments, 673 (See also
674)
Impropriety of inclusion in stock
holders’ equity, 676
Use of account balance, to absorb
periodic depreciation charges, 670
Distributions out of “other than earn
ings and profits”; treatment on books
of regulated investment company, 662
Failure to record all year-end accruals;
necessity for disclosure, 667
Franchised by city; computation of
amount due city based on accounting
provisions of ordinance, 290
General obligation bonds of munic
ipal; where utility pays only part of
debt service, 291
Loan from REA; booking of loan at
time of loan application approval, 665
Materials restored to inventory upon
retirement of operating plant; treat
ment of subsequent obsolescence, 261
Municipal; use of depreciation account
ing, and capitalization of interest on
revenue certificates, 285
Operated by governmental units; use
of depreciation accounting by, 289
Payments made by developer for con
struction of underground facilities, 675
Payments to separate municipal cor
poration to liquidate debt service re
quirements, 292
REA cooperative; depreciation reserve
in excess of related plant account, 666
Reporting on; where statements reflect
plant donated by Federal government,
677
Self-sustained enterprise of municipal
ity; charging depreciation or debt serv
ice requirements to operations, 286
Working capital approach to balancesheet presentation, vs. approach used
by public, 617

practices”:

Meaning of, in partnership agreement,
523
Utilities: 662-667

Accounting for line extensions where
funds advanced by subdividers, 671
Acquisition adjustments of; repre
sented by investment cost in excess
of underlying equity, 497
Amounts paid in by users for water
line extensions, 668
Amounts paid by utility patrons for
line extensions; treatment as contri
butions in aid of construction, 672
Capitalizing right-of-way clearing costs
as part of transmission line construc
tion cost, 664
Conflict between regulatory and gen

Utility fund:

Merging municipality’s general fund
with its, 548

V
Vacations earned:
Accrual of; where statement prepared
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Vacations earned (continued):

for purchase and sale of business, 187
Valuation :

(See also “Computations” and “Inven
tory pricing”)
Book value of decedent’s partnership
interest; based on “usual accounting
practices”, 523
Book value of stock of retiring stock
holder; including previously-expensed
supplies as inventory, 572
Contract acquired for stock issued
upon organization; asset status of, and,
394
CPA’s report based in part on man
agement’s, 90
Floor stock or furniture samples of
interior decorator, 282
Future payments to decedent CPA’s
estate; computation of present dis
counted, 701
Intangibles; initially restricted to cost,
116
of Investments, by directors; where
stock issued for stock, and for notes;
and notes exchanged for notes, 396
Mailing lists, 576
Mortgages receivable, for financial
presentation purposes, 648
Net assets of merged corporation, for
purpose of carrying forward, 448, 449,
450
of Ninety-nine-year leasehold, for
statement purposes, 624
Oil or mineral interests, 91, 92
Partners’ shares in work-in-process,
where contingent fees involved; upon
dissolution of CPA partnership, 702
of Patents; “arm’s-length” considera
tions involved in, 506
of Pharmaceutical formulas and fixed
assets; upon transfer from proprietor
ship to newly-organized corporation,
379
Receivables, method of; for purpose
of inserting provision in partnership
agreement, 520
Repossessed laundry stores, 13
Residual; for capitalized assets of non
profit organizations, 557
Restoration of; for previously amor
tized emergency facilities, 191
Reversionary interest in business build
ing, 119
of Securities; investment advisor’s fore
cast as to; special report by CPA firm
as to results of forecast, 82
of Transit tonnage (grain shipments);
and reflection of liability therefor, 218

Use of arbitrary; in pricing inventory
of shoe manufacturer, 266
Work-in-process and finished goods,
where no actual or standard costs
known, 256
Writedown of investments for perma
nent impairment, 194, 195, 546
Valuation

date:

Required to be used by executor upon
distribution of estate assets-in-kind,
365
Valuation

reserves:

Inventory, acceptability of, 198
for Securities and for building; crea
ted by charges to bank’s undivided
profits account, 659
and Writedowns; where investments
permanently impaired; recognition of
recovery to cost, 546 (See also 194,
195, 545)
“Value

added by manufacture”:

or by Employee; definition of, 561
Nature of and formula for computing,
562
Vehicles:

Lessor of motor; balance-sheet pres
entation, 609, 619

Vending machines:

Control of collections by location
owner, to insure his commissions, 35
Installment purchase of patent; where
payments geared to manufacture and
sales of, and from, 638
Veneer:

Inventory valuation or pricing of, by
lumber manufacturer, 249
Verification:

(See also “Confirmation”)
by Actual count, vs. confirmation;
where client’s securities held by cor
porate fiduciary, 9
with Awardees; substantial disburse
ment by corporation to its president,
for ostensible purpose of his paying
awards to dealers, 2
Licensee’s royalty computation, by
licensor’s CPA; definition of “rec
ords”, 5
Loans serviced by mortgage servicing
company; nature and extent of, 3
Property initially turned over from es
tate to trustee; necessity of indepen
dent, 10
Small loan company’s collateral; is
physical inspection necessary audit pro
cedure?, 12
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Stockholders’ unpaid balances on stock
purchases or subscriptions, 17
Vested

remainder:

in Trust property; asset status in bal
ance sheet of remainderman, 539, 554
(See also 117 and 540)

Volume purchases:

Rebates indirectly obtained from sup
plier on, 235
“Voting

trustee”:

Definition of; for purpose of Code of
Professional Ethics Article 1.01, 723

Water utility

Watered capital

or stock:

CPA’s audit and reporting responsi
bility, 396
Welfare

fund:

(See “Health, welfare, and pension
funds”; “Pension costs”; and “Pension
trust fund”)

w
Wages:

(See “Compensation”; “Direct labor”;
“Labor costs”; “Payroll audit”; “Pen
sion costs”; and “Salary”)

Warehouse :

Confirmation of inventories held by
public; as substitute for extended pro
cedure, 58

Warehousing and purchasing costs:

Inclusion in “merchandise cost,” when
employing retail inventory method,
250
Warehousing
ments:

and redistribution agree

between Auto parts manufacturers and
distributors; should distributors reflect
liability for “frozen balances”?, 283
Merchandise consigned or furnished
“on ledger (or frozen) balance”, 284

Water carriers:

Capitalization of costs of ship, upon
organization of company, 120
Current amortization of ship mort
gages liquidated out of current con
tract receipts; impracticability of work
ing capital concept, 617
Water flowage easement:

on Land; payment by government for
permanent, 228

Water and

system:

Accounting for line extensions, where
funds advanced by subdividers, 671
Amounts paid in by users for line ex
tensions, 668
Municipality; accounting for lateral in
stallation costs of, 684
Municipality; unrecorded revenues
and liabilities at end of period, 667

sewer system:

Debt service requirements defrayed
partly by taxes and partly from oper
ating revenues, 291
Installment purchase thereof by munic
ipal utility from municipal corpora
tion, 292
Water supply contract:
Accounting for costs of dam con
struction and general development of
lake reservoir, and for, 577

Welfare and Pension Plans Disclosure
Act:

CPA’s responsibilities where encounter
ing malfeasance by trustees when re
porting under, 718
Well:

(See “Oil well”)
Wholesale distributor:

Auto parts; basic stock of merchandise
furnished “on ledger balance”, 283,
284
Wholesale

grocer:

Accounting and auditing for trading
stamp operations, 688
Advances to independent retail out
lets, by; current vs. non-current classi
fication, 100
“Overage notes” issued by; based on
amount of retail grocer’s purchases,
109
Widow:

of Decedent stockholder; balance-sheet
presentation of corporate obligation to
pay annuities to, 148
Reservation of life tenancy by; upon
transfer of property to corporation,
117
Will-call

or layaway sales:

Retailer accounting for, 222
Wills:

(See “Estates and trusts”)
“Window dressing”:

Issuance of corporation’s own stock
followed by repurchase thereof subse
quent to fiscal year-end, 168
Sale of note receivable at year-end,
followed by immediate repurchase, 175

WORK-IN-PROCESS:

Valuation of, in connection with dis-
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and Valuation reserves; procedure
where investments permanently im
paired; recognition of recovery to cost,
546

Work-in-process (continued)'.

solution of CPA partnership, 702
Valuation of finished goods and; where
no actual or standard costs known,
256

Writeoff:

Accounts receivable; where books kept
on cash basis, 519
Amount paid for net loss carryover,
upon utilization or lapse thereof, 327
of Assets, prematurely; and failure to
record donated assets, 190
Deficit arising from dividend payments
in excess of accumulated earnings,
against appraisal surplus, 340
Excessive or obsolete maintenance ma
terials, parts, and components; prior
to actual discard or disposal, 259
of Loss, or amortization of goodwill;
upon purchase of stock of carrier, fol
lowed by liquidation, 449
Stock discount; against future contract
earnings as realized, 441

Working capital:

Impracticability of applying concept;
where waterline carrier's ship mort
gages amortized out of current con
tract receipts, 617
Installment obligations “measured by
current transactions”; classification of
“ratably accrued” portion as current
liability, 105
Working papers:

of CPA employed as county auditor;
reliance by independent CPA on, 41
Obtaining clients’ consents giving ac
cess to, upon merger of practices, 713
Propriety of CPA’s making available
to client (or trustee of client), 715
(See also 716)
Refusal of CPA to make available to
another CPA, 714

Writedown:

Inventory, to market, or for obsoles
cence; treatment in ensuing period,
259
Licensing agreement; and reflection of
stock discount, 390
Lifo inventories combined upon
merger, to lower market, i.e., repro
duction cost, 262
when “Permanent impairment” in
value of investment evidenced, 194,
195
of Securities to market; arbitrary down
ward departure from plant cost, 659

Writeup:

(See “Upward restatement”)
Written

representations :

from Management, as to continuing
cost utility of expenditures for re
search and development, 85

Y
Yarn content:

of Greige hosiery; weighing and cost
ing, 252
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